ate | 


. U NT Y 
SEPQ 4 1954 


a 
> 


THES JOU 


A NATIONAL JOURNAL OF CURRENT NEWS & COMMENT 


MAJOR ARTICLES THIS MONTH... 


‘Executives’ expense accounts and 
fringe benefits; a problem in manage- 


ment, mo ‘ality, and revenue .. 


by Sevmour Mintz 
y ves 


“Rent” as a factor in imposing 


personal holding company penalties 


by Sidney I. Roberts, Raymond Rubin 


& Jesse G. Silverman, Jr. 


LOS AN“ELFS COUNTY 
LAW LIBRARY 


VOLUME 1 NUMBER 1 


FOR PROFESSIONAL TAX MEN 


Departments in this issue .. . 


ACCOUNTING FOR TAX PURPOSES............22 
Edited by Carl Esenoff, CPA, and 
Byron White, LI.B., CPA 


PERSONAL TAXATION OF INDIVIDUALS 
Edited by Benjamin Harrow, ].D., CPA 


TAX PROBLEMS IN CORPORATE ORGANIZATION. .30 
Edited by Jackson L. Boughner, L1.B., CPA 


TAX PROBLEMS OF MINING 
Edited hy Charles ]. Busick, 


TAX PROCEDURES 
Edited by Martti 


TAXATION OF COMPENSATION 
Edited by John P. Allison, LIB 


MANAGING THE PROFESSIONAL TAX PRACTICE. .45 


TAXATION OF TRUSTS & ESTATES 
Edited by Ferdinand |]. Wolf, LLB 


TAXATION OF INHERITANCES & GIFTS 
Edited by Venan J. Alessandroni, LI.B 


TAXATION OF PARTNERSHIPS 
Edited by Robert M. Mu 


TAX PLANNING AND BUSINESS MANAGEMENT. .57 


TAXATION OF FOREIGN OPERATIONS..........54 
Edited by Sidney Roberts, LI.B., CPA, 
John Costelloe. LILB., and John Wilcox, LIB 


STATE AND LOCAL TAXATION 
Edited hy Joseph § Marte 


PAYROLL TAXES 
Edited hy Peter G 


MISCELLANEOUS DECISIONS 











JUNE, 1954 . 





The Journal of Taxation 


VOLUME 1 ° 


JOURNAL 


AXation 


NUMBER 1 


OF ° 


is published monthly by The 


Journal of Taxation, Inc., 33 West 42nd Street, New York 


ie, IN. ¥. 


Telephone: LAckawana 4-5972. Material for 


publication is welcomed, either technical manuscripts or 
news items of interest to professional tax men. While the 
utmost care will be given material submitted, we cannot 
accept responsibility for unsolicited manuscripts. Copyright, 


1954, by The Journal of 


Taxation, Inc. Application for 


entry as second class matter is pending 


$15 PER YEAR 


$1.25 PER COPY 


STAFF EDITORS 


EDITOR 
TECHNICAL EDITO 


° WILLIAM S. PAPWORTH 
R ELE 


R 
ANOR McCORMICK 


partner: GLIDDEN & McCormick, New York 


DEPARTMENTAL EDITORS 


VENAN J. ALESSANDRONI 
partner: MYLES, WORMSER 
& KocH, New York, N.Y. 


JOHN P. ALLISON 
partner: SILVERSON & 
ALLISON, New York, N.Y. 


HARRY GRAHAM BALTER 
partner: BALTER & BALTER, 
Los Angeles, Calif. 


JACKSON L. BOUGHNER 


yartner: TENNEY, SHERMAN, 


BENTLEY & GUTHRIE, 
Chicago, Illinois 


CHARLES J. BUSICK 
ANACONDA COPPER MININ« 
»., New York, N.Y. 


JOHN COSTELLOE 
NADIO CORPORATION OF 
AMI , New York, N.Y 


PETER G. DIRR 
Tax department: MCKESSON 
& ROBBINS, INC., New York 


CARL = ESENOFF 
partner: EVERTs & ESENOFF, 
I qt les, Calif. 


PETER GUY EVANS 
rormer member: Excess 
Profits Tax Council, 


Yew York, N.Y. 


practitioner: 


BENJAMIN HARROW 
practitioner, New York 


HERBERT HOWARD 
NIAGARA HUDSON POWER 
Co., Syracuse, N.Y. 


BORIS KOSTELANETZ 
partner: CORCORAN & 
KOSTELANETZ, New York 


MARTIN LORE 
practitioner, New Yor} 


JOSEPH S. MARTEL 
McKESSON & ROBBINS, IN¢ 
New York, N.Y 


ROBERT M. MUSSELMAN 
partner: MUSSELMAN & 
DrysDALe, Charlottesville 


SIDNEY |. ROBERTS 
partner: ROOSEVELT, 
FREIDIN & LITTAUER, 

New York, N.Y. 


; JOHN WILCOX 
CAHILL, GORDON, REINDEI 
& OHL, New York, N.Y. 


FERDINAND J. WOLF 
partner: TRACHTMAN & 
Wo tr, New York, N.Y. 


BYRON F. WHITE 
San Diego, Calif. 


EDITORIAL ADVISORY BOARD 


MICHAEL D. BACHRACH 
partner: BACHRACH, 
SANDERBECK & Co., 
Pittsburgh, Penna. 


PAUL D. SEGHERS 
practitioner, 


New Y ork, N.Y. 


CHARLES MELVOIN 
partner: ALTSCHULER, 
MELVOIN & GLASSER, 
Chicago, Illinois 


MAURICE E. PELOUBET 
partner: POGSON, PELOUBET 
& Co., New York, N.Y. 





Contents 


MAJOR ARTICLES 


Executive expense accounts & fringe benefits: 


a problem in management, morality & revenue 


by Seymour Mintz... 2 


"Rent" as a factor in imposing 
personal holding company penalties 


by Sidney I. Roberts, Raymond Rubin & Jesse G. Silverman, Jr...... 10 


REGULAR DEPARTMENTS 


ACCOUNTING New partnership decisions .. noon 
Code improves Tax accounting ........ 22 
Advantage in shift of method is PAYROLL TAXES 
removed ............. icmpanlsebeanwapeais” aaa 
New decisions ........ nckanenamas 24 New compensation law proposed .... 62 


Request reporting successful in N. Y. 62 
Social security changes in works .... 62 


COMPENSATION State unemployment laws to change .. 63 
Important new stock option decision 42 
S 4 
tate law & stock options ......... .... 43 PERSONAL TAXATION 
How to end exempt pension plan a ae 
New compensation decisions ............44 Many relief provisions in new Code 25 
Beware cattle tax-saving plan ........ 26 
New cases affecting individu: 2 
CORPORATE ORGANIZATION New cases affecting individuals ..... 27 
Tarleau analyzers Subchapter C 30 soanees 
Seidman finds loopholes in HR 8300 32 PROCEDURE 
+d per analyzed on split-ups.. 4 Shake-up in IRS legal staff . 39 
NeW GECISIONS -... mectenesnene J nn not liable for clerk’s error 40 
New decisions affecting procedures .. 40 
CORPORATE TAX DEPARTMENT Ten rules for dealing with Agent .... 41 
How to run a conference .. 34 
TE1 studies tax department ........ 35 STATE & LOCAL 
Writing the tax manual .... 35 ee 
_— > Michigan’s new tax great success .... 58 
Supreme Court on sales taxes .......... 60 
FOREIGN TAXATION Michigan staggers tax billing -......... 60 
—— a = 6 sie Franchise discrimination in Alabama 61 
J na ysis of HR 8300 foreign pro- ‘ Rough going on ton-mile taxes . 61 
WERECERD wnenverseccsnncierrocnesonswants 4 Review of Stuetzer’s “Mass. taxes” .. 61 
Resident alien with family abroad 
suffers ...... sanas 56 
Residence abroad and Ruling 54-72 56 TAX PLANNING 
Let’s make lots of “real estate”! .... 56 
Good planning for loss department .. 57 
Need to revise old leases ... ie 
INHERITANCE & GIFT Hilton Hotels installment income .... 57 
“Property previously taxed’’ won't 00 "i dividends tax inspired one > 
work in reverse ..............- 0 er ae menenietasr = 5 
Question on Ruling 54- 92 .... 50 


Complicates Stifel & Kieckhefer rule 51 


TAX PRACTICE 
Caution on repurchase of stock out 


of surplus ..................-- - 50 Privilege communciations of wee 
New decisions ......... mon a ‘< , eas . 45 
Continuing pr actice after ‘death - — 
AIA coordinates tax recommendations 45 

MINING - ae . 
New man’s first day in office ........ 45 
Comments on new decisions . ~~ — Fee practices of consultants ............ 46 
MISCELLANEOUS TRUSTS & ESTATES 

New decisions .... 64 Joint returns in year of death ........ 48 
Tax dangers in joint property ........ 49 

PARTNERSHIPS Deduct trust erpenses for income 
tax noscennsesnosnbianisicensteinmaiamaiaamn 49 

New concepts in partnership taxes .52 Sums which “may” be paid not 

Judge Frank’s elegant language ........ 52 INCOME .......-0-0ee-ncoenensnsnsnsnensecneenseness 
Liquidating payments called income 53 New deCisiOMms .........---------sreesseeceeneees 49 








Executives expense accounts and fringe benefits: 


a problem in management, morality, and revenue 


by Seymour Mintz, partner 


Hogan and Hartson Washington 


Are executives’ expense accounts in the same boat as fringe benefits for employees? Political, 


moral, and competitive factors make more difficult an already troublesome question of determin- 


ing when an expenditure is really “necessary”, or sufficiently so that its payment and deductibility 


are clearly proper. Mr. Mintz analyzes the current rules and Treasury attitude on both expense 


accounts and fringe benefits in such a way as to provide help for the tax man and his policy-mak- 


ing executives in planning intelligently. He recommends that taxpayers not be stampeded by 


Treasury publicity, that they set up programs to make it possible to prove their facts to agent. 


ECENTLY THE INTERNAL REVENUE SERVICE has 

been conducting a drive against the disguised 
payment of compensation to corporate executives. 
In so acting, the Revenue Service has not been 
engaged solely on a junket of its own, but has also 
been responding to Congressional prodding.1 What 
is the background of this drive in other respects? 
Is it necessitated by existing abuses? Is the drive 


1See the report of the Ways and Means Subcommittee on 
Administration of the Internal Revenue laws (83d Congress, 2d 
Session, 1953, p. 38), recommending the enactment of H. R. 
7893, as introduced in the 82nd Congress by Representative King 
of California. Section 104 of H.R. 7893 would have required the 
filing of information returns in respect of the payment of any 
thing of value, and the making available of any service, property 
or facility, to an officer, employee, partner or shareholder, where 
the aggregate value thereof during the taxable year was $200 
or more. 

“For statistical and other data regarding these benefits, see 
Computing the Cost of Fringe Benefits, National Industrial Con- 
ference Board Studies in Personnel Policy No. 128 (1952); and 
Fringe Benefits—\951, Chamber of Commerce of the U. S. 

3 This is fully discussed in a Symposium on Fringe Benefits 
conducted by the Tax Section, American Bar Association, in New 
York on September 18, 1951. Papers were presented by Arthur 
J. Goldberg, General Counsel, C.I.0., Converse Murdoch, Esq., 
and Richard B. Barker, Esq. 

# The quoted phrase is from a discussion of these problems in 
the Comments accompanying the February 1954 Draft of the 
American Law Institute Income Tax Project, Vol. I, p. 202. 
Said Draft would exclude from gross income the ‘value of fa- 
cilities, privileges or benefits which are not clearly part of a 
taxpayer's compensation and which both— (1) pertain to the 
working conditions or equipment connected with the rendition of 
services by the taxpayer as an employee or otherwise; and (2) are 
furnished principally to facilitate the operations or other activities 
of the person to whom or for whose benefit the services are 
rendered” (Section X107 (f), p. 30). 

5The Treasury's Withholding Tax Regulations 120, Section 
406.207(a) (6), state: ‘Ordinarily, facilities or privileges (such as 
entertainment, medical services, or so-called ‘courtesy’ discounts on 
purchases), furnished or offered by an employer to his employees 


likely to go too far? How can corporations and 
their executives protect legitimate business policies 
relating to expense allowances, business trips, use 
of company property and receipt of company serv- 
ices, participation by wives, etc.? 

The current investigation of disguised executive 
compensation is ‘related to a long-range Treasury 
study of fringe benefits? for employees and execu- 


generally, are not considered as wages subject to withholding if 
such facilities or privileges are of relatively small value and are 
offered or furnished by the employer merely as a means of pro- 
moting the health, good will, contentment or efficiency of his 
employees.” 

6 The wide interest in such examinations is disclosed by a 
Wall Street Journal article entitled ‘Workers’ Health Check Gets 
Support of Firms, Unions and Employees’’, March 2, 1954. 

“Note 5, supra. 

8 Example: A public utility which requires its street car and 
bus operators to supply and wear watches in order to assist them 
to maintain their schedules, might replace watches stolen from 
operators on the job. 

9 For a down-to-earth discussion of the advantages of personnel 
counseling, see ‘Factory Diplomats: How Plant Supervisors Are 
Being Groomed to Solve Worker Worries,” Wall Street Journal, 
February 12, 1954. 

10 See Guttentag, Leonard and Rodewald, ‘Federal Income 
Taxation of Fringe Benefits: A Specific Proposal,” National Tax 
Journal, September, 1953, p. 270. 

11 Ibid, p. 260 ef seq. 

12 The easiest case to hold nontaxable is one like that of the 
150 non-striking employees of Crown Cork and Seal Company 
who were fed and housed in four Pullman cars on a siding inside 
the company’s gates while a strike was in progress. Washington 
Post, March 1, 1954. Mimeograph 6472, 1950-1 C.B. 15, at- 
tempts to lay down the ground rules as to meals and housing by 
providing that if these constitute compensation their value must 
be reported in gross income, even though the employee must 
remain on the premises to keep his job. However, the proposed 
Internal Revenue Code of 1954 (H.R. 8300) as introduced on 
March 9, 1954, would change this. House Report No. 1337 ac- 
companying the bill states (p. A39) ‘Under Section 119, if meals 
or lodging (1) are furnished at the place of employment, and 
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tives generally. A central factor in the latter study. 


is the distinction between fringe benefits and con- 
ditions of employment.2 For example, glass- 
enclosed factories, airy washrooms, clean lockers, 
safety practices, fluorescent lighting, recorded 
music, air-conditioning, refrigerated drinking water, 
sound absorption, noise abatement and acoustical 
devices for factory workers, and paneled office walls, 
handsome desks, rugs and office appointments for 
executives, clearly are conditions of employment, 
particularly since these are mere adjuncts to the 
building in which the individual works. While 
these items represent costs to the employer and 
while they produce certain satisfactions for the em- 
ployed individuals, none of us would try to evaluate 
these in terms of pecuniary benefits, and assuredly 
not taxable benefits, to the employees or executives. 
These benefits are not compensation, but are “pri- 
marily for the purpose of facilitating the conduct 
of the employer’s business.’’4 

Other benefits closer to the category of compensa- 
tion but still mainly on the “conditions of employ- 
ment” side would, I believe, include such things as 


— 


uniforms (unless suitable for general wear), safety 
clothing, on-the-job dispensary and clinical services, 
annual physical examinations,® publications for em- 
ployees, longevity club dinners, picnics, and Christ- 
mas parties,7 reimbursement of property stolen 
from employees while at work,’ personnel coun- 
seling service (including advice on interpersonal 
relations) ,9 employer-supplied training courses in- 
tended to make the employees more proficient in 
their jobs and to qualify them for promotion,19° and 


perhaps two other oddly assorted benefits: rest 


(2) are required to be accepted by the employee at the place of 
employment as a condition of his employment, the value thereof 
shall be excluded from gross income, notwithstanding the fact 
that such meals or lodging represent additional compensation to 
the employee”. 

13JIn the course of the Crown Cork and Seal Co. strike (note 
12, supra), the company brought a barber into the plant to give 
the men weekly haircuts. Washington Post, March 1, 1954. 

14Note 5, supra. In addition, the Treasury Department's 
pamphlet, Your Federal Income Tax, states (1952 edition, p. 
29): “Facilities or privileges such as so-called ‘courtesy’ discounts 
on purchases are often furnished or offered by an employer to 
his employees generally. If they are of relatively small value 
and are noncompensatory because offered or furnished merely as a 
means of promoting the health, good will, contentment, or ef- 
ficiency of the employees, they are not considered as remuneration 
for services”. 

Stockholders of some publicly-held corporations also feel them- 
selves entitled to discounts on the products or services of their 
corporations. See J. A. Livingston, Financial Page, Washington 
Post, Feb. 12 and 19, 1954. 

15 See Guttentag, Leonard and Rodewald, note 10, supra, at 269. 
There has been no indication that the Internal Revenue Service 
has ever attempted to include the value of parking lots in em- 
ployees’ gross income. 

16 An old Internal Revenue ruling holds passenger passes to be 
non-taxable gifts when these are issued by a railroad for personal 
use by its employees and their ‘>milies, and where the contract 
of employment does not require tiiat said passes be issued. O. D. 
946, 4 C.B. 110 (1921). Assuming the correctness of this ruling 
(which is doubtful), the Revenue Service would be acting some- 
what inconsistently therewith if it included in an employee's gross 
income the value of commuting facilities to work, when not 
required by employment contract. A substantial argument may 
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period refreshments, and employer-absorption of 
the costs of administering the fringe benefit 
programs. 

Almostastride the borderline of taxability, and 
falling on either side depending on the circum- 
stances of the specific case, we might place\various 
educational, recreational and medical facilities 
which are more extensive than those above set 
forth,11 meals and housing,12 haircuts,1? discounts 
on purchases of goods or services from or through 
the employer,!4 parking lots,15 commuting and 
transportation facilities,16 payment of employees’ 
moving expenses,!7 reimbursement of losses in- 
curred in changing location (such as loss on sale 
of former home'!8), or assistance in purchasing a 
home in the new location,!19 and reimbursement of 
casualty losses.2° 

Among the various taxable benefits would be, I 
believe, such items as nurseries,2! interest-free 
loans,22 and certain premiums on life, health, acci- 
dent and hospitalization insurance.23 


Why enforcement is lax 


Reasons for leniency in enforcement. The dis- 
tincti-ns in this field, however, are subtle and dif- 
ficult, and I doubt that anyone else would entirely 
agree with the tax groupings I have suggested. 
Presently the Federal income tax is enforced 
against very few of the foregoing benefits. This 
situation stems from a number of causes: 

First, and most important, the tremendous dif- 
ficulty of valuing most of these benefits for the 
purpose of taxing them to individual employees, 
and the burden of record-keeping which the task 


be made for taxing to the employee the value of commuting 
facilities in the ordinary case (although the valuation and 
record-keeping problems might make it uneconomic to assert the 
tax). If the plant is located where the employees cannot live, the 
commuting facilities might be viewed as a non-taxable condition 
of employment. 

17 If the employee himself bears the cost of moving, he gets 
no deduction. York v. Comm’r, 160 F. (2d) 385 (D.C. Cir. 1947); 
H. Willis Nichols, 13 T.C. 916 (1949). That rule apparently 
applies even to the employee’s own travel expenses, at least if he 
is en route to his initial employment rather than transferring after 
having been employed. Grover Tyler, 13 T.C. 186 (1949); Law- 
rence Perry, 9 T.C.M. 602 (1950). Where the employer pays the 
employee's own travel expenses to a new location, the cases indi- 
cate that the Commissioner has not tried to tax the reimbursement 
as income. See Russell P. Dolan, 7 T.C.M. 79 (1948); W. H. 
Pennington, 9 T.C.M. 955 (1950). When the reimbursement 
extends to the cost of moving household effects and dependents, 
outstanding rulings hold such reimbursement to be taxable (with 
no offsetting deduction) (1.T. 3022, XV-2 C.B. 76 (1936); O. D. 
1135, 5 C.B. 174 (1921); Baxter D. McClain, 2 B.T.A. 726 
(1925) ), except in the unusual situation (e.g., a Foreign Service 
officer) where the satisfactory performance of one’s business duties 
necessitates the presence of the family and maintenance of a 
suitable home. G.C.M. 18430, 1937-1 C.B. 137. It has been stated 
unofficially, however, that the present practice is not to tax reim- 
bursement of moving expenses when the move is for the con- 
venience of the employer. 1954 C.C.H. St. Fed. Tax Rep. 52.06; 
1954 P.H. Fed. Tax Serv. §7126(g). In general, see Bittker, 
“The Individual as Wage Earner,’ N.Y. Univ. Eleventh Annual 
Inst. on Fed. Taxation 1147, 1166-70. 

18 Such loss reimbursement was held to be equivalent to ad- 
ditional sale proceeds (resulting in no net taxable gain), in a 
case where it was found that the move was ordered by the em- 
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would impose on employers.24 Neither the Internal 
Revenue Service nor anyone else wants to see the 
employers of this country bogged down further in 
figure work. A recent New York Times column by 
John Stuart quotes John S. Woodbridge, controller 


ployer and that there was no compensatory intent. Osto Sorg 
Schairer, 9 T.C. 549 (1947). 

19 Where the employer, instead of reimbursing the loss on the 
former home (as in the preceding footnote) assists in buying a 
home in the new location, because of the inflated prices to which 
the enforced move exposes the employee, the cases hold the 
employee taxable. Le Grand v. United States, 105 F. Supp. 177 
(N.D. Ohio 1952); Jesse S. Rinehart, 18 T.C. 672 (1952). 

20 Employer's reimbursement of employees’ tornado losses was 
held a tax-free gift rather than compensation, where based on need 
rather than on value of services; but casualty loss deduction must 
be reduced by such reimbursement. Revenue Ruling 131, 1953-2 
C.B. ——. 

“1 If an amount representing the value of nursery services made 
available by the employer is included in the employee’s gross 
income, said amount might be offset by the new deduction for 
child care expenses contained in Section 214 of HR8300. 

22 Interest on borrowing is already deductible under Section 
23(b) of the Internal Revenue Code, so that taxation of imputed 
interest to the employee does not seem worth bothering about. 
See Guttentag, Leonard and Rodewald, note 10, supra, at 268. 

23 The employee is taxable when his employer pays premiums 
on an individual life insurance policy (C. Francis Weeks, 16 
T.C. 248, 255 (1951)) or on a group life policy in permanent 
form, in which he has non-forfeitable rights. Mim. 6477, 1950-1 
C.B. 15. An exception is made, however, for group policies pro- 
viding only current term insurance, or policies in which rights 
are forfeitable upon separation. Regulations 118, §29.22(a)-3, as 
interpreted in Mim. 6477, above. Similarly, where the employer 
pays premiums on an individual health and accident insurance 
policy, the employee has taxable income (Revenue Ruling 210, 
1953-2 C.B. ——), but not where it is a2 group policy. Letter 
ruling dated Aug. 26, 1943, reported in 1943 P.H. Fed. Tax 
Serv. 466,294, 1943 C.CH. St. Fed. Tax Rep. 46587. In the 
case of non-occupational disability insurance provided under certain 
state laws, where the employer relieves the employees of their 
share of the premium cost, no tax results to the employee. Revenue 
Ruling 130, 1953-2 C.B. —. ie 

Under Section 106 of the proposed Internal Revenue Code of 
1954, employers’ payments of health and accident insurance 
premiums, whether under individual or group policies, would not 
be taxable to the employees; but (under Section 104) they 
would lose the present exemptions of the proceeds of such insur- 
ance so far as it had been paid for by the employers without the 
employees being taxed on the premiums. However, Section 105 
provides a limited exemption for payments from employer- 
supported health and accident plans. 

24 These factors are fully analyzed, in respect of group insur- 
ance premiums paid by employers, in a memorandum prepared 
by Randolph Paul, Esq., and other representatives of the Blue 
Cross Commission, the nat‘onal coordination agency for the 
Blue Cross Plans of the United States and Canada. 

25 This seems to be the approach contemplated in the Com- 
‘ ments accompanying the February 1954 Draft of the American 
Law Institute Income Tax Project, Vol. I, p. 203. See also Gut- 
tentag, Leonard and Rodewald, note 10, supra, at various points 
in their article. 

26 See the study by the Chamber of Commerce of the United 
States, note 2, supra. 

27 H.R. 7893, note 1, supra, would have required information 
returns if the benefits aggregated $200 or more annually. 

28 J. K. Lasser Reports on Taxes, March 1, 1954, p. 3. 

29 See particularly the proposed provisions respecting meals and 
lodging (discussed in note 12) and insurance premiums (dis- 
cussed in note 23). 

30 This is the title of an article in the March 9, 1953, issue of 
Life Magazine. 

31 Boston Associated Press story, Washington Post, March 6, 
1954, p. 4. 

32 Sanders, Effects of Taxation on Executives, Harvard Business 
School (1951), p. 143. The quoted statement is, of course. fre- 
quently true of corporate executives below the rank of president 
as well. 

33 bid, p. 148 

34 See the report by Dr. Howard Rusk on the fourteenth annual 
Congress on Industrial Health, at Louisville, Ky. N. Y. Times, 
February 28, 1954 (p. 96). 

*Time, Feb. 1, 1954, p. 20. “Fortune, May 1950, p. 85. 


of Pan American World Airways, as stating that the 
clerical costs of the railroads already run to “two- 
thirds of a billion dollars a year—a clerical cost 
equal to one-seventh of their total payroll”. While 
the valuation and record-keeping problem involved 
in the taxation of mass fringe benefits would be 
minimized by the use of tables of uniform values 
for specific benefits, based perhaps on national sta- 
tistics as to employees in various categories,25 such 
an approach itself might be unduly costly and cer- 
tainly would be arbitrary. 

Second, the small amounts involved in many indi- 
vidual instances.?6 

Third, doubts as to taxability. 

Fourth, the existence of various Internal Revenue 
rulings indicating that particular benefits are not 
taxable. (The Revenue Service has modified some 
of these, but has left many others outstanding.) 

Fifth, the unavailability to the tax administra- 
tors of information as to the realization of benefits 
by particular employees, since the employers and 
employees alike view the benefits as non-taxable 
and hence do not report them on either information 
returns or tax returns.27 (It is currently reported 
that the Internal Revenue Service is conducting a 
survey of 207 companies to ascertain the nature and 
scope of the fringe benefits made available to their 
employees.?$§) 

Sixth, union pressures against a change in policy 
by the Internal Revenue Service. 

Seventh, possible Internal Revenue concern re- 
garding the reaction of Congress. If this has been a 
guiding factor, the Service may accurately have 
gauged the Congressional attitude, in view of the 
liberal provisions inserted by the Ways and Means 
Committee in the proposed Internal Revenue Code 
of 1954 (H.R. 8300) .29 


Special problems of corporate executive 

Not all the foregoing reasons for Internal Reve- 
nue caution as to fringe benefits generally, however, 
are applicable to the special problems of corporate 
executives, and the campaign against the latter has 
gone merrily along, with magazine articles and 
frequent Internal Revenue pronouncements indi- 
cating that the days of the “Expense Account Aris- 
tocrats”39 are numbered. To those thousands of 
corporate executives who know that they have not 
violated the law but are being castigated as if they 
had, it should be considerable consolation to learn 
that on March 4, 1954, the Committee on Constitu- 
tional Law of the Massachusetts legislature ap- 
proved a bill clearing the names of those persons 
hanged as witches in 1692.31 

When we turn our attention away from fringe 
benefits and toward the current Internal Revenue 
campaign against disguised executive compensation, 
we find nevertheless that we must make in this 








we 





area the same difficult and subtle distinctions as are 
decisive in the field of fringe benefits. Fundamen- 
tally, the question remains— does the particular 
item constitute compensation to the executive or is 
it in the nature of a working condition whose pri- 
mary purpose is the advancement of the employer’s 
business? In the latter event, the item should not 
be taxed. 


The peculiar nature of the executive 


Just what is a business expense? The line be- 
tween personal expenses and business expenses is a 
hazy one. Nor is the haze lessened by the widely- 
accepted fact that “a (corporate) president can 
scarcely shake himself wholly free from his execu- 
tive responsibilities at any time or place.”32 As a 
result corporations are faced with the difficult 
question as to which expenditures of executives 
“shall the company pay on the ground that they are 
clearly advantageous to the company and necessary 
to its business; and which expenses is the company 
willing to have the executive discontinue because 
the company refuses to pay them and he cannot 
afford them?’33 

I need not say that the very life of many busi- 
nesses depends on the incur: ag of certain expenses 
for business travel, and for the entertainment of 
suppliers and customers and the making of new 
contacts. Not even the most captious revenue agent 
would disagree that, within reasonable limits as to 
amount, the employer could assume the burden of 
such expenditures for its executives without being 
accused of giving them concealed compensation. 


Today’s climate is natural result of high rates. 
High tax rates, however, inevitably have brought 
increasing pressures upon employers to assume 
more and more of the kind of expenditures that 
would formerly have been borne by the executive 
himself, and to provide certain other perquisites 
such as the use of company equipment and services. 
A man who must earn $80 or $100 in order to get 
$10 to spend on himself would much rather have 
such perquisites than an equivalent increase in 
salary — provided business reasons can be offered 
to save him from being taxed on the benefits. And, 
quite aside from the need to compete for executives 
and to provide them with incentives, employers 
have initiated these changes in part because they 
knew that an executive living on a tax-depleted 
budget might forego many expenditures which are 
advantageous both to the business and to him, and 
which, in an almost forgotten yesterday, he would 
have borne himself as a matter of course. An em- 
ployer may find it strongly to its own advantage to 
pay a fatigued executive’s expenses to a tax insti- 
tute in Miami or a business convention in Bermuda, 
incidentally providing him with a refreshing vaca- 
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tion that he might have been unwilling or unable 
to take at his own expense. Taking into account 
the huge cost of developing senior executives, and 
the mental and physical stress and strain on them 
(of which the medical profession is beginning to 
take special cognizance®4), industry has a selfish 
interest in maintaining their well-being. 

Similarly, an employe: may prefer to pay the 
executive’s country clb dues, rather than have him 
cut the personal and business benefits of member- 
ship from his budget. And an employer may send 
its own employees to beautify the executive’s home 
and garden, rather than suffer the loss of prestige 
which might arise if his home presented a shoddy 
appearance. If a business wants its top personnel 
to keep up with the Joneses, it may find it necessary 
or at least desirable to foot the bill. 


Abuses — and rumors. It is not a great step from 
there, however, to the abuses of which we have 
heard so much — although rumors and gossip seem 
to predominate over statistics in this area. No doubt 
the abuses are more prevalent in the closely held 
corporations, where the executive accounts only to 
himself, and where profits taken out as dividends 
bear double tax, salaries are taxed once, and ex- 
pense accounts (if allowed) bear no tax at all. 

Occasionally, we read of assertedly extreme cases 
of executives’ prerequisites even in the case of 
corporations not closely held. The Wall Street 
Journal for February 11, 1954, reports charges by 
the Interstate Commerce Commission that an east- 
ern railway maintained expensive standby apart- 
ments, hotel suites and cabanas in resort cities, for 
the personal use of its executives as well as the 
entertainment of customers, and that it chartered 
railroad cars to take them and their guests to the 
Kentucky Derby. But the New York Times of 
March 14, 1954 quotes one of the Interstate Com- 
merce commissioners as having said that the cor- 
porate president and his associates had had to exer- 
cise judgment “as to the best course to pursue at the 
time * * * we are not empowered to substitute our 
judgment for theirs”. 


The English seem to have worked it out 
English experience is interesting. Articles in 
Time®5 and Fortune36 indicate that the English, 
whose tax rates are even higher than ours, have 
developed the expense account and the perquisite 
to an advanced stage. Although it is reported that 
only 36 Englishmen now net more than $16,800 
after taxes, a far larger number still live on country 
estates, ride in Rolls Royces, enjoy the finest clubs, 
and dress in the best — thanks in part to their ex- 
pense accounts. That the problem cannot be ap- 
proached solely on the basis of morality is sug- 
gested by the fact that England still is viewed as a 
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nation whose tax morals are sound. 

Clearly the line must be drawn somewhere. To 
the extent that the employer’s contribution serves 
to improve the executive’s living standard without 
causing him to incur tax, the executive may be 
accused of unloading the cost of his personal 
pleasures upon taxpayers generally. Since so many 
expenditures confer both personal and business 
benefits, however, the line is most difficult to draw. 
And we must be careful not to charge the executive 
with the receipt of taxable pleasures, as in the form 
of travel to distant places or the so-called enjoyment 
of night-clubs or duck-blinds in the rain, when 
frequently he would prefer to be back in his own 
home. 

In drawing the line, we must first consider the 
several methods by which the employer may handle 
the expenses of executive travel, entertainment, 
and the like, since the tax consequences may vary 
considerably from one method to another. 

1. Quite commonly, the employer may agree to 
pay the executive a fixed periodic amount for en- 
tertainment, for which he need not account. 

2. The employer may advance to or reimburse 
the executive for his actual expenses of a desig- 
nated nature, perhaps with a specified top limit. 

3. In some instances, the employer may bear the 
burden directly, by furnishing company-owned 
automobiles and airplanes, maintaining stand-by 
hotel rooms, and it is even reported that one em- 
ployer found it advantageous to establish its own 
private night club for entertaining business guests. 

4. And finally, the executive may be paid a 
salary which is intended to be sufficient to permit 
him to bear all or some of his expenses without 
reimbursement. 


The first method, the flat expense allowance, has 
had much appeal because of the average executive’s 
distaste for keeping close account of his spending 
and because it saved both parties the unpleasant 
task of segregating business and personal items. 
The tax consequences of such a method, however, 
can be severe. 

Under such an arrangement, the expense allow- 
ance, which the executive is free to spend without 


37 Regulations 118, §39.23(a)-2(d); Lucien I. Yeomans, 5 
T.C. 870 (1945); Ollie V. Kessler, 39 B.T.A. 646 (1939). 

38 Ollie V. Kessler, 39 T.T.A. 646 (1939); Ohio Novelty Co., 
6 T.C.M. 1128 (1947); Dave S. Joseph, 1 T.C.M. 105 (1942). 

39 George M. Cohan v. Comm’r, 39 F. (2d) 540 (2d Cir. 
1930); Lucien I. Yeomans, 5 T.C. 870 (1945). The Subcommittee 
referred to in note 1, above, has urged legislation abolishing the 
so-called Cohan rule and requiring all expenses to be substantiated 
(Sections 101 and 103 of H.R. 7893). Receipts would pre- 
sumably not be required in every case; but a receipt covering 
transportation and hotel bills would evidence the trip, and a 
contemporary memorandum then would suffice to prove related 
expenses for taxis, meals, tips, and normal business entertaining. 

40 Edgar A. Basse, 10 T.C. 328 (1948); Estate of Earl W. 


Hamlin, 9 T.C.M. 991 (1950), aff'd, 188 F. (2d) 364 (6th Cir. 


accountability, is as much a part of his taxable 
income as is his salary, and he must then support 
each expenditure as a business deducation.27 That 
means that he has merely deferred, not avoided, 
the unpleasant task of accounting, and he must 
prove his case, after memories have faded, to a man 
who may prove less understanding than even a 
strict company auditor. 


Can you prove it? 

He must prove, first of all, that he actually spent 
the amount that he claims to have spent. If he lacks 
detailed records, the revenue agent may deny the 
deduction entirely, thus leaving the executive 
taxable on the gross amount of the expense allow- 
ance38 or, if satisfied that at least some amount was 
spent for allowable purposes, the agent may allow 
an estimated amount — resolving all doubts against 
the executive.39 Inevitably the executive will wind 
up with a smaller deduction than if he had been 
able to produce vouchers or even memoranda of 
expenditures. 


Second, the executive must prove that the pur- 
pose of each expenditure was to attend to business 
or to drum up new business, that the expenditure 
was reasonably calculated to accomplish the end 
sought, and that business benefits were not merely 
incidental. If he travels, and mixes pleasure with 
business, he must be prepared to segregate the 
necessary cost of the business trip from its vacation 
aspects.49 If he takes his wife along, he may thereby 
red-flag the entire trip as a pleasure trip or, at best, 
he may be allowed only those expenses attributable 
to himself,41 unless he can prove that she performed 
bona fide secretarial servicest2 or that the purpose 
of the trip required entertaining in which it was 
necessary that his wife participate.43 


Entertainment expense. When it comes to enter- 
tainment expenses, the executive probably will find 
the revenue agent is dubious and must be shown. 
If the executive entertains business contacts who 
have also become his friends through long associa- 
tion, he must be prepared to show that a real busi- 
ness benefit was anticipated44—a showing that 


1951); Max E. Wind, 3 T.C.M. 376 (1944). 

41°Axel S. Stokby, 12 T.C.M. 761 (1953). 

42 Walkup Drayage & Warehouse Co., 4 T.C.M. 695 (1945). 

43 J. Gordon Gaines, Inc., 10 T.C.M. 284 (1951). 

44 Estate of Edwin R. Fisher, 11 T.C.M. 607 (1952). 

45 James Schulz, 16 T.C. 401 (1951); Wilbur H. Clayton, 7 
T.C.M. 349 (1948). 

46 James Schulz, 16 T.C. 401 (1951). 

47 Cf. Louis Boehm, 35 B.T.A. 1106 (1937). 

48 Victor Cooper, 8 T.C.M. 689 (1949), aff'd, 184 F. (2d) 
514 (3d Cir. 1950); Dave S. Joseph, 1 T.C.M. 105 (1942). 


49 Penn v. Robertson, 29 F. Supp. 386, 387 (M.D.N.C. 1939), 
aff'd on other points, 115 F. (2d) 167 (4th Cir. 1940). Cf. 
Comm’ r v. Lincoln Electric Co., 176 F. (2d) 815 (6th Cir. 1949). 
C. No. 20 (1953); Wilbur H. 


50 Richard A. Sutter, 21 T. 
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may be particularly hard to make if they entertain 
each other reciprocally45 or if much of the enter- 
taining is at evening social occasions with their 
wives.46 He must show, not merely in the abstract 
that entertaining is helpful to business47 but that 
the particular entertaining was undertaken to aid 
the employer’s business and not merely to establish 
the executive personally as a “good fellow”.48 He 
must show that the amount spent “bears some ra- 
tional proportion to the income” which he hopes will 
result.49 That does not mean necessarily that the 
Revenue Service will second guess a bona fide 
business judgment on the nature or amount of 
entertaining that your business requires; but all of 
those elements I have mentioned bear on the 
question of whether the executive is really trying 
to shift the cost of his personal pleasures to other 
taxpayers. In the absence of accountability to the 
employer, there is no real assurance that the enter- 
tainment was for business purposes, and the execu- 
tive will have to prove his case. 


Must executive pay his own way? Recently, 
something new has been added. It had always been 
assumed that the executive’s participation in the 
entertainment was at least as necessary from a 
business standpoint as that of the customer, and 
that the cost of his presence was a part of the 
business expense. If the customer brought along 
his wife, the executive’s wife was also a necessary 
part of the group. But now, with the encourage- 
ment of the Tax Court,5° the Revenue Service has 
been eliminating from the deduction the executive’s 
own expenses and those of his family members, 
holding those to be personal expenses, unless they 
are shown to be different from or in excess of what 
he would have incurred anyway.5! This seems to 
mean that, if the executive takes a customer to 
lunch, he must deduct from the allowable expense 
the price of the inexpensive sandwich and coffee 
which — as all his associates will affirm — he would 
have eaten if he had not had a guest with him. 
Pursued to its logical conclusion, it means that he 
will be allowed the cost of his own cocktails, fight 
ticket, or greens fee only by proving that he does 
not enjoy such things and, but for the demands of 


Clayton, 7 T.C.M. 349 (1948). 

51 That rule has no application to the costs incurred while 
“away from home” on business, since the law expressly allows 
deductions of one’s own meals, lodging, and travel expenses, 
while in that status. Int. Rev. Code Section 23(a)(1). 

52 Louis Boehm, 35 B.T.A. 1106 (1937). 

53 Charles §. Guggenheimer, 18 T.C. 77, 85 (1952). 

54 Kenneth Blanchard, 12 T.C.M. 550, 557-8 (1943); Norman 
M. Hussey, 11 T.C.M. 141 (1952); Clyde A. Armstrong, 6 
T.C.M. 997 (1947); S. Charles Lee, 5 T.C.M. 240 (1946). 

55 Where an officer entertains for the benefit of his employer's 
business, the deduction by the officer may be denied on the 
theory that one cannot deduct expenses paid on another's behalf. 
Andrew Jergens, 17 T.C. 806 (1951); Hal E. Roach, 20 B.T.A. 
919 (1930). But if he can show that the employer required him 
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business entertainment, would prefer to sit by the 
fire with a good book. It remains to be seen where 
that line will be drawn. 

When our executive joins a country club, or the 
Elks, the odds are against his being allowed the full 
amount of the dues as a deduction. Again, he must 
make a specific and not an abstract or generalized 
showing of business reasons for joining, if he is to 
get any deduction.52 And unless he can show that 
he used the membership exclusively for business 
purposes,®? the revenue agent (if he allows any- 
thing) will probably make an arbitrary allocation 
of the dues between social and business purposes.54 

Finally, in order to deduct any of those items we 
have been discussing, on the basis that they advance 
the employer’s business, the executive must show 
that his job required such expenditures. Either his 
employment agreement or some policy statement of 
the employer should prescribe the nature of the 
expenses which the employer expects the executive 
to pay from his expense allowance or his salary.55 


Reimbursement for actual 


Many advantages in reimbursement. All the prob- 
lems we have been discussing are greatly eased if 
the employer adopts the second method of handling 
its executive’s expenses, namely, reimbursing him 
for actual expenses incurred. 

Under the Treasury Regulations, such reimburse- 
ment is supposed to be handled just like an expense 
allowance —i.e., the reimbursement is taxable in- 
come and the expenses must be justified as deduc- 
tions.56 However, there is substantial authority for 
the view that advances or reimbursements for 
expenses incurred on the employer’s behalf are not 
taxable income in the first place, since the executive 
is spending the money merely as agent of the em- 
ployer.57 The latest draft of the American Law 
Institute Income Tax Project incorporates the latter 
view.58 

One practical effect of the latter view, if it ulti- 
mately prevails, is that a lesser degree of proof of 
the expenditures may be required. Since, on that 
theory, the executive is not trying to support deduc- 
tions but only to negative the possible inference 
that he failed to spend what he claimed he had 


to incur such expenses as part of his duties, they become a cost of 
his own business of acting as an officer. Schmidlapp v. Comm’r, 
96 F. (2d) 680 (2d Cir. 1938); Benjamin Abraham, 9 T.C. 222 
(1947). Cf. 1.T. 4012, 1950-1 C.B. 33. 

56 Regulations 118, §23(a)-2(c) and (h). 

57 Robert L. Gray, 10 T.C. 590 (1948); Julian A. Martin, 11 
T.C.M. 946 (1952) Cf. Ned Wayburn, 32 B.T.A. 813 (1935). 
It is well established in other areas of income tax law that money 
received for the specific purpose of making a certain expenditure 
for the payor, subject to accountability, is not taxable income to 
the recipient, who is a mere agent or conduit. Broadcast Measure- 
ment Bureau, 16 T.C. 988 (1951); Seven-Up Co., 14 T.C. 965 
(1950); I.T. 4068, 1952-1 C.B. 7. 

58 American Law Institute, Federal Income Tax Statute (Feb. 
1954 Draft) Section X107(g), and page 203. 
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spent, a court may not demand proof of the nature 
and amount of each outlay but will probably be 
satisfied by the mere fact that the employer ap- 
proved the account.59 For the present, at least, we 
may expect the revenue agents to apply the same 
strict standards of proof as in the case of the flat 
expense allowance,69 and the man who fails to 
preserve adequate records may have to litigate to 
get the benefit of the more liberal rule. 

A further tax advantage derived from accounting 
to the employer, at least where the executive is not 
dominant in the ownership,®! is that the very fact 
that the employer allowed the expense is strong 
evidence that it was business-connected.62 That 
does not mean, however, that there is carte blanche 
for the executive to escape tax on his enjoyment of 
personal expenses which the employer is willing to 
pay for him. [f the employer picks up the check 
for meals and lodging in the home city,®? or if it 
pays the cost of a vacation for the executive,§4 
such payments ordinarily would be additional com- 
pensation to him. 

Sometimes the executive’s contract will provide 
expressly that, if he is required to be away from 
home for more than a certain period (two weeks, 
for example) at a time, the employer will pay for 
sending his wife along with him.*5 In the one court 
decision in point which I have found, where there 
was such a contract, the executive was taxed on the 
amount paid by the employer for the wife’s ex- 
penses, there being no showing that her presence 
was necessary for any business purpose, such as 
entertaining the wives of customers.66 

Nevertheless, there nay be some items which the 
employer can pay or reimburse without causing tax 
on the employee, even though the employee himself 
could not have deducted them if he had borne them 
from his salary or flat expense allowance. That 
possibility arises from the so-called “convenience 
of the employer” rule. For example, if the execu- 
tive has to work half the night in an emergency, 
buys his own supper, and stays in a hotel when he 
misses the last train to his home in the suburbs, his 
expenses are not deductible by him.67 But if the 
employer assumes the obligation to reimburse such 
expenses, in order to have the advantage of such 
overtime work, a long standing ruling on “supper 
money” indicates that the executive would not be 
taxed.68 

That principle may afford the best way of meeting 
the recent drive on the deduction of the individual’s 
own expenses when he entertains business guests.®9 
Since it is for the employer’s convenience that he 
eats in a certain place with certain company, or 


[The foregoing article is based on a paper written 
for the Eastern Controllers Conference, sponsored 
by the Controllers Institute in Washington, D.C.] 


attends a certain event, reasonable argument can 
be made that no tax will be incurred by the execu- 
tive if the employer reimburses his expenses. 

Of course, the “convenience of the emplcyer” rule 
must be taken with caution in view of recent hold- 
ings that a benefit enjoyed by an employee (such as 
meals or lodgings), if thought of by the parties as 
part of his compensation, is taxable even though 
the convenience of the employer is involved.7° We 
can conceive of cases where the advantage to the 
executive of having his own meals and pleasures 
paid for, so long as he took business guests with 
him, would be such a significant perquisite of office 
that it would be deemed compensatory. This might 
be true, for example, where the executive has the 
well-deserved reputation of being a playboy in his 
“off duty” hours. 

What has been said with respect to the method of 
actual reimbursement of expenses applies about 
equally to the employer’s permitting its executive 
to use company property. So long as he uses it on 
company business, no tax results. But if he has the 
use of a company house, car, boat or hunting lodge 
for his own purposes, he may be taxed on the value 
of the use.71 If he is on 24-hour call and is required 
to live on or near the employer’s premises, or if a 
car must be kept at his home to bring him promptly 
to the plant, the “convenience of the employer” 
rule may prevent his being taxed,72 provided no 
element of compensatory intent is present.73 If the 
house or other property which is made available to 
him is fancier than the necessities of the situation 
call for, he may be taxed on the excess over the 
value of the minimum facility that would serve the 
purpose.74 


Recommendation on how to proceed 


Finally, we might consider a few recommenda- 
tions on how an executive can be protected against 
heavy additional taxes as a result of the current 
drive on expense accounts: 


1. He or someone on his staff should be en- 
couraged to keep the fullest possible records of his 
expenditures for the company’s benefit, showing if 
practicable the occasion, the nature and amount of 
the expenditure, the persons present, and the busi- 
ness benefits anticipated. He should be assisted in 
devising and keeping these or similar records, either 
in a diary or in memoranda which are dictated to a 
secretary each morning. I know how burdensome 
this is, and something less than perfection may have 
to be accepted from the individual. 


2. He would be well advised to segregate in his 
records the amounts attributable to his own and 
his family’s meals and entertainment, and to note 
his estimate of the expense they would have in- 
curred if they had followed their own inclinations, 








SE = ET 





Cy ggg ES Eg, Egg Eg 


~~ 








“a na fH fF A A TR TH AF fd feed ood fete at bie 


ht If = 7 *f 4A SS A Ff 


hy DY es SOK OO 









SO OS 


oO OO wFwe Vw VW 


ve 











> 
k 
’ 











r 


free of the compulsions of business. He may well 
be able to get the entire expenditure allowed; but, 
if the current Revenue position is upheld,75 he must 
be able to prove the amount by which his own and 
his family’s expenses exceeded what they would 
have been in the absence of a business occasion. 


3. If it is compatible with company policy and the 
executive is willing, the method of reimbursement 
for actual expenses (with or without a top limit) 
should be substituted for a flat expense allowance, 
since that will compel him to keep the records 
without which he may suffer severe tax conse- 
quences, and since in several other respects it im- 
proves his tax position. The use of credit cards, 
charge accounts, and other methods by which the 
employer makes direct payment will also help, 
although this will not entirely relieve the executive 
of record-keeping. 


4. If it is not desired to use the reimbursement 
method, it is essential that there should be a pro- 
vision in the employment contract or an official 
policy statement showing the nature of the expenses 
which the executive is required or expected to bear 
out of his expense allowance, if any, or out of his 
salary. In fact, such a provision or statement may 
be helpful even if the reimbursement method 
is used. 

One might hope that ultimately both our tax 
system and our tax administrators would become 
less sophisticated or suspicious and more human as 
to some of these problems relating to executive 
compensation. Take the matter of a wife’s par- 
ticipation in trips, and entertainment, etc. Wives, I 
need not remind you, are among the facts of life. 
For reasons which are so obvious, so proper and s< 
sound that it would waste time to cite them, Mrs. 
Nixon accompanies Mr. Nixon when he makes a trip 
around the world in the interests of our country. 
Further, Mrs. Eisenhower lives with her husband 
in the White House, a home supplied for them at 
the convenience of his employer and as a part of 
the conditions of employment, any element of com- 
pensation thereby realized by him being ignored as 
incidental. In fact, the perquisites of the president 
of the United States, like that of hundreds of cor- 
porate executives, are so far outweighed by the 
expenses he incurs in maintaining the presidency 
that few of us could conceive of General Eisen- 
hower leaving office with any savings from his 
salary or expense account. It is true that in the 
meantime the president bas enjoyed a magnificent 
standard. of living, but co tax him and his wife on 
it (beyond his szlary) should be unthinkable. In 
this respect also the situation of many corporate 
presidents, or chief executive officers is like that of 
the president of the United States. Perhaps one day 
our tax statutes and our system of tax audits will 
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_ recognize that the direct and indirect costs of main- 


taining the office of president of Harvard and the 
office of president of General Motors are no more 
includible in the taxable income of the incumbent 
than are the expenses of the United States presi- 
dency. Until that time, however, both the employer 
corporations and their executives had better be 
prepared to defend their actions with respect to 
each other, and their motivations, in a less generous 
atmosphere than is applicable in the case of high 
government officials, or in the case of the mass 
fringe benefits for employees discussed in the first 
part of this paper. 


Don’t let publicity cause panic 


One last word: More and more the Treasury is 
using publicity as a weapon in the administration of 
the Internal Revenue laws. This is neither the time 
nor place to debate the propriety of the Treasury’s 
public relations techniques. I mention them now 
only to insure that we remain conscious of them 
and of their use in the present instance. Otherwise 
We may, in response to the Treasury’s generalized 
warnings, be stampeded into abandoning entirely 
defensible practices affecting executives. I am 
afraid that something analogous already has hap- 
pened, for example, in the Section 102 area, where, 
because of fears of the penalty tax, corporations 
have paid dividends which they should not have 
paid. Too frequently government by blunderbuss 
has an effect just opposite that intended: it intimi- 
dates those on the right side of the line and affects 
the others not at all. End 


59 Julian A. Martin, 11 T.C.M. 946 (1952). 

60 Regulations 118, §23(a)-2(c) and (h). 

61 Cf. Victor Cooper, 8 T.C.M. 689 (1949), aff'd, 184 F. 
(2d) 514 (3d Cir. 1950), where such accounting had no weight 
because the officer controiled the corporation. 

62 Robert L. Gray, 10 T.C. 590 (1948). 

63 Charles H. Hyslope, 21 T.C. No. 15 (1953); Donald W. 
ro T.C.M. 933 (1950); Simeon J. Smith, 2 T.C.M. 837 
(1943). 

64 Estate of Earl W. Hamlin, 9 T.C.M. 991 (1950), aff'd, 188 
F. (2d) 364 (6th Cir. 1951); Max E. Wind, 3 T.C.M. 376 
(1944). 

65In Washington & Rothschild, Compensating the Corporate 
Executive (Rev. ed. 1951) 445, 446, there is set out a contract by 
which Universal Pictures Co. agreed with its General Sales Man- 
ager that if business required his absence from headquarters for 
two weeks or longer, Universal would pay his wife’s travel and 
living expenses. 

66 Alexander Scheftel, 10 T.C.M. 1176 (1951). 

67 Louis Drill, 8 T.C. 902 (1947); Wilbur H. Clayton, 7 
T.C.M. 349 (1948); John S. Martin, 3 T.C.M. 626 (1944). 

68 O. D. 514, 2 C.B. 90 (1920). 

69 See discussion of Sutter case, at note 50, above. 

70 Mim. 6472, 1950-1 C.B. 15; Diamond v. Sturr, 116 F. Supp. 
28 (N.D.N.Y. 1953), pending in 2d Cir.; Joseph L. Doran, 21 
T.C. No. 43 (1953). Cf. Henry M. Lees, 12 T.C.M. 472 (1953). 

71 Rodgers Dairy Co., 14 T.C. 66 (1950); Percy M. Chandler, 
41 B.T.A. 165, 178 (1940). But cf. Fred W. Leadbetter, 39 
B.T.A. 629 (1939). 

72 Henry M. Lees, 12 T.C.M. 472 (1953) (in which, once it 
was found that a house was supplied solely for the convenience 
of the employer and not as compensation, no income tax was 
imposed even though the employee's entire family lived there). 

73 See references in note 70, above. 

74 Olin O. Ellis, 6 T.C. 138 (1946). Cf. Lanteen Medical Lab- 
oratories, 10 T.C. 279, 288 (1948). 

75 See footnote 50, supra. 
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Few corporate landlords can ignore the personal holding company threat, for the law while at- 


tempting to protect them has created some very tricky hazards. This article offers a detailed analysis 


of when and how “rent” can be personal holding company income, first, in the case of rent from re- 


lated parties; second, in an area not widely litigated, new thinking about what is “rent” in general. 


HE PERSONAL HOLDING COMPANY SURTAX! was not 

directed against the corporate ownership of real 
estate; indeed, the Congressional purpose to exclude 
real estate corporations from its scope has been 
clearly expressed.2 Nevertheless, the surtax is 
important in real estate operations for two reasons. 

First, the rigidity of the statute may result in the 
imposition of a tax on real estate operations even 
though no tax was intended. For example, an 
unwary corporate investor in real estate may sell 
its property and hold the proceeds of sale, including 
an interest-bearing purchase money mortgage, 
awaiting a suitable opportunity for reinvestment. 
Or the corporate investor may lease its property to 
a partnership in which one or more of its stock- 
holders are members.’ 

Second, real estate may be acquired for the 
express purpose of avoiding imposition of the per- 
sonal holding company surtax upon a corporation’s 
other operations. The statute exempts a corporation 
from personal holding company classification if 
more than 50% of its gross income is from rent.4 
Hence, dividends, interest and other personal hold- 
ing company income can be “decontaminated” by 
causing more than 50% of the corporation’s gross 
income to consist of rents. The weighting of rents 
is facilitated by the fact that gross income from 
rents is computed without subtracting insurance, 
repairs, depreciation, operating costs, interest or 
taxes.5 Consequently, investment in ‘real estate 
results in a relatively high ratio of gross rental 
income per dollar of investment. This favorable 


ratio is often increased further by having sub- 
stantial portions of the purchase price of real estate 
reflected in a purchase money mortgage, sometimes 
without personal liability. 


I. RENT FROM STOCKHOLDERS 


Section 502(f) treats as personal holding company 
income rents received from persons who own at 
least 25% of the lessor’s stock.® 
This provision was added by the Revenue Act of 
1937 to frustrate a method of avoiding personal 
holding company classification. Prior to its enact- 
ment, all rents were nonqualifying income.? Indi- 
viduals would transfer their yachts, airplanes, city 
residences or country houses to a corporation other- 
wise qualifying as a personal holding company. 
Sufficient rent was paid by the taxpayer-stock- 
holders to reduce the qualifying gross income 
below the required percentage. Although the 
Congressional intent appears to have been directed 
at non-business assets, the statutory provisions con- 
tain no such limitation. Thus §502(f) includes as 
qualifying income — 
“Amounts received as compensation (however designated 
and from whomsoever received) for the use of, or right to 
use, property of the corporation in any case where, at 
any time during the taxable year, 25. per centum or 
more in value of the outstanding stock of the corpora- 
tion is owned, directly or indirectly, by or for an indi- 
vidual entitled to the use of the property; whether such 


right is obtained directly from the corporation or by 
means of a sublease or other arrangement.” 


Rent which qualifies as personal holding company 
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PERSONAL HOLDING COMPANY RENT °* 


income under §502(f) does not constitute “rent” 


within the meaning of §502(g).9 Thus, qualification’ 


of rent under §502(f) has two adverse effects. 
First, the obvious one, §502(f) rent is included in 
the numerator of the gross income fraction which 
determines whether the corporation meets the 
gross income test. Second, §502(f) rent is not in- 
cluded in the numerator of the fraction which de- 
termines whether §502(g) rent is 50% or more of 
gross income and therefore does not constitute per- 
sonal holding company income.1° For example, 
consider the case of a corporation with the follow- 
ing gross income during a taxable year: 


Rent 
§502(f) rent (from 
stockholders) $ 1,500 
§502 (g) rent (from strangers) 49,000 $ 50,500 


Dividends 49,500 
$100,000 


Gross income 
Not only does the §502(f) rent constitute qualify- 
ing income; it is also excluded from “rents” under 
§502(g) for the purpose of determining whether 
“rents” represent 50% or more of the gross income. 
Since, in the given case, rents, excluding the 
§502(f) rent, constitute less than 50% of gross 
income ($49,000/$100,000), the §502(g) rent also 
qualifies as personal holding company income and 
the corporation qualifies under the gross income 
test. 

Rents which qualify under §502(f) are not lim- 
ited to those reserved under leases of property for 
the personal use of the tenant. Also included are 
rents on property occupied in a bona fide business 
operation.11 And §502(f) is applicable even 
though the rent paid is reasonable and fair.12 


A. Subleases and Assignments 
In order for rents to qualify under §502(f) as per- 
sonal holding company income to the lessor, it is 
not necessary that the stockholder lease the prop- 
erty directly from the corporation. He may be a 
sublessee or assignee of the corporation’s lessee.1% 
For example, where A, an individual, owns all the 
stock of P, and P leases to S, an unrelated party, 
the rent does not qualify under §502(f). However, 
if S then subleases or assigns the lease to A, the 
rent received by P from S qualifies.14 These princi- 
ples, applicable where S is unrelated to P, are also 
applicable where S is a related party, e.g., a sub- 
sidiary of P.15 

However, where §S is a subsidiary of P, a further 
problem arises under §502(f): do the payments 
made by A also qualify as personal holding com- 
pany income to S? Since, under the stock attribu- 
tion rules,16 A is regarded as owning all the stock 
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of S (which stock is actually owned by A’s wholly- 
owned corporation, P) the only further requirement 
of §502(f) is that A have the right to use “property 
of” S. On the ground that S’s leasehold interest 
falls within the meaning of the term “property”,17 
rents received by S under a sublease to A have 
been held to qualify under §502(f) as personal 
holding company income to S.18 On the other hand, 
where S assigns the lease to A, the question of 
qualification of the assignment proceeds under 
§502(f) is an open one.19 It would appear that if 
such proceeds are deemed to constitute rents, 
taxable as ordinary income, they also qualify under 
§502(f); but if they are regarded for income tax 
purposes as the proceeds of a sale of property, they 
fail to qualify under §502 (f) .2° 

The possibility that rents paid by a stockholder 


*1.R.C. §500 ef seq. 
* See infra n. 57 and n. 61. 
® See infra p. 14. 

*LR.C. §502 (g). 

® cf. John H. Gooch, 21 T.C. 271 (1954) (expenses do not 
reduce gross income for the purpose of the dependency credit); 
T. K. Lewis, 1950 P-H T.C. Memo. Serv. $50,015 (1950) (same). 
But see Garrett Holding Co., 9 T.C. 1029, 1034-5 (1947), Acq. 
1948-1 Cum. Bull. 2 (personal holding company surtax), an 
Grange Trust, P-H T.C. Memo. Serv. 45,136 at p. 45-462 (1945) 
(§275 (c) ), suggesting the possibility of a distinction between 
gross and net rents. See also Halperin, Personal Holding Com- 
pany Income, 23 Taxes 532, 539 (June 1945). 

* The treatment of rents received from unrelated parties is gov- 
erned by §502 (g), discussed in Part II. 

"See infra n. 57. 

* H.R. Rep. 1546, 75th Cong., 1st Sess., 1939-1 (Part 2) Cum. 
Bull. at 707-08. The 1937 Act also provided that such rent from 
stockholders shall not enter into the computation of §502(g) rent 
and extended the attribution rules (supra p. 13) in determining 
whether the 25% stock ownership requirement of §502(f) is met. 

* See P. 17 infra. Since both “rents” (§502(g)) and “{a]}mounts 
received as compensation . . . for the use of, or right to use, 
property . (§$502(f)) are properly denominated ' ‘rents’, the 
terms "$502 (g) rent” and “§502 (f) rent” are some- 
times used herein to refer to income under the definitions of the 
respective subsections. In the case of “§502(g) rent”, the term 
refers to “rents” within the meaning of that provision, whether or 
not, because of the 50% exception in §502(g), such rents qualify 
as “personal holding company income”. 

*1.R.C. §502(g), discussed infra P. 17. Frederick Smith En- 
terprise Co., P-H T. C. Memo. Serv. 947,148 (1947), aff'd, 167 
F. 2d 356 (6th Cir. 1948). 

™ Hatfried, Inc. v. Comm’r, 162 F. 2d 628 (3d Cir. 1947, aff’g 
P-H T.C. Memo Serv. 946,037 (1946). 

™ Frederick Smith Enterprise Co., P-H T.C. Memo Serv. 947,148 
(1947), aff'd, 167 F. 2d 356 (6th Cir. 1948); Hatfried, Inc. v. 
Commissioner, szpra n. II. 

*TR.C. §502(f) applies to rents “however designated and 
from whomsoever received” and “whether such right [to use the 
corporation property} is obtained directly from the corporation 
or by means of a sublease or other arrangement”. See H.R. Rep. 
1546, 75th Cong., 1st Sess., 1939-1 (Part 2) Cum. Bull. at 707. 

In this example, it is the rents received by P from S, and not 
those received by S from A, which consitiute personal holding 
company income to P. Thus, if P receives $1,000 of rent from 
S, that is the amount of its personal holding company income, 
regerdless of whether § receives $800, $1,000 or $1,200 from A 
under the sublease or assignment. 

** ©. Falk’s Department Store, Inc., 

See supra p. 13. 

See e.g., Comm’r v. Golonsky, 200 F. 2d 72 (3d Cir. 1952). 

% ©. Falk’s Department Store, Inc., 20 T.C. 56 (1953). 

*See id. at 63-4. 

* Cf. Elrod Slug Casting Machine Co., 
748,041 (1948). 


20 T.C. 56 (1953). 


P-H T.C. Memo. Serv. 
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will be subjected to the personal holding company 
surtax more than once in the process of transmis- 
sion to the fee owner emphasizes the inadvisability 
of channeling §502 (f) rents through a chain of 
subsidiaries. 


B. Rents from Corporations 


Rents qualify as personal holding company income 
under §502(f) where at least 25% of the stock of 
the lessor corporation is owned by an individual 
entitled to the use of the leased property. This 
requires that the individual possess two rights: 
(1) ownership of the requisite 25% or more of the 
lessor’s stock and (2) entitlement to the use of 
the property. 

An important distinction exists in determining 
whether an individual possesses these two rights. 
In determining whether the individual owns the 
required 25% stock interest, the Code requires”! 
that the attribution rules of Subchapter A be 
applied. Thus, where Corporation S leases property 
to A, an individual, the rent qualifies under 
§502(f) if A is the sole stockholder of Corporation 
P which owns all of the stock of S.22 There, the 
individual, A, possesses (1) the requisite owner- 
ship of the stock, by virtue of the statutory attribu- 
tion rules, and (2) the right to use the property, by 
virtue of his rights under the lease. 

While stock ownership may, by statutory man- 
date, be attributed by one person to another, the 
use of property may not. Thus, where Corporation 
P, leases to Corporation P,:, the stock of both 
corporations being owned entirely by A, an indi- 
vidual, P,’s right to use the property is not at- 
tributed to A. Hence, A does not possess the two 
rights required by §502(f). Although he possesses 
the requisite stock ownership of P,, the lessor 
corporation, he is not entitled to the use of the 
property.-» 

Nor does the rent received by P, qualify under 
§502(f) on the ground that stock ownership and 
entitlement of use co-exist in Corporation Py. The 
statute requires the co-existence of stock owner- 
ship and entitlement to the use of the property “by 
or for an individual”. Therefore, the rights of use 
by P., a corporation, cannot qualify under this 
provision.*4 


47 R.C. §503(a) (4) (B); §503(b) (3). See supra p. 13. 

*TR.C. §503(a) (1). 

** Plaza Realty Co., P-H T.C. Memo. Serv. 43,427 (1943) ; ef. 
Comm’r v. Trustees Common Stock John Wanamaker Philadel- 
phia, 178 F.2d 10 (3d Cir. 1949). 

*4 Minnesota Mortuaries, Inc., 4 T.C. 280 (1944). A second 
reason for the result may be adduced. P: does not own directly any 
stock in P;. Although the statute attributes stock ownership by a 
corporation to a stockholder, it does not attribute ownership by 
a stockholder to a corporation. Hence, P: does not own the 
requisite percentage of stock. 

25 See supra n. 24 

*6 Minnesota Mortuaries, Inc., 4 T.C. 280 (1944). 

*TR.C. §503(a)(2). See Hearings before Ways and Means 


The same result is reached where the individual, 
A, owns all of the stock of P, which in turn owns all 
of the stock of S, and P occupies the property 
under a lease from S. The rent paid by P to S 
does not qualify under §502(f). As in previous 
illustration, the individual, A, is not entitled to the 
use of the property, since the entitlement of P is not 
attributed to A. And, although P is a stockholder 
of S, so that (unlike P, in the previous illustra- 
tion)?5 P meets the stock ownership requirement, 
nevertheless P is not “an individual”; hence its 
entitlement to the use of the property does not 
qualify the rent under §502(f).26 The same result 
would apply where A owns all the stock of P and 
P leases to S, its wholly-owned subsidiary. 


C. Rents from Constructive Stockholders 


Rents may qualify as personal holding company 
income under §502(f) even though received from 
one who is not an actual stockholder. For example, 
if A owns 25% of the stock of Corporation P 
which leases property to F, A’s father, the rent 
qualifies under §502(f). F is an “individual” whe 
owns the requisite stock, by virtue of the statutory 
attribution to him of the stock of A, his son,27 and 
is entitled to the use of the property, by virtue of 
his lease from Corporation P. 


D. Rents from Several Stockholders and 


Several Properties 


Since §502(f) requires only 25% stock ownership 
by an individual using or having the right to use 
property, it is evident that a corporation can re- 
ceive §502(f) rent from more than one person. 
Thus, for example, if the stock of Corporation P is 
owned equally by A and B, who rent separate 
properties from P, it seems clear that the rents 
received from both stockholders qualify under 
$502 (f). On the other hand, if B is not a stock- 
holder, either actually or constructively, the rent 
received from B would not qualify under §502(f). 
The same principle is applicable if A and B rent a 
single parcel of property as tenants-in-common.28 

The same result will obtain where one of the 
lessees is a constructive owner of stock, by virtue 
of the attribution rules,29 rather than an actual 
owner. Hence, the qualification of rents under 


Committee, Revenue Act of 1937, Statement of A.H. Kent, 
Treasury Department, at p. 65. 


** However, where A and B are joint tenants or tenants by the 
entirety, the entire rent may qualify under §502(f). Cf. Julius 
Long Stern, 21 T.C. 85 (1954). In this situation, the taxpayer 
may be confronted with the common law fiction of ownership 
of the entire interest by both tenants, a fiction which has been 
applied to his advantage to allow a tenant who pays the entire 
amount of real estate tax to deduct that amount. F. C. Nicodemus, 
26 B.T.A. 125 (1932), Acq. XIV-2 Cum. Bull. 16 1935; I.T. 3785, 
1946-1 Cum. Bull. 98; G.C.M. 15530, XIV-2 Cum. Bull. 107 
(1935). 

* See supra p. 13. 
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§502(f) in the previous example would not be 
affected if 50% of P Corporation’s stock were 
owned by W, B’s wife, rather than B, himself. 
Section 502 (f) will also apply where the requisite 
25% stock interest is owned actually, in part, and 


constructively, in part, by the lessee. Thus, assume 
that H, W and WB (husband, wife and wife’s 
brother) each owns 15% of the stock of P; and 
that H and WB rent separate business properties 
from P. It seems clear that if WB were not also a 





EVALUATION OF THE PROVISIONS dealing with 
rents requires a brief summary of the general 
provisions applicable to personal holding 
companies. 

Section 500 of the Internal Revenue Code im- 
poses a prohibitive surtax, in addition to other 
income less federal income taxes and divi- 
a “personal holding company”. The tax is im- 
posed upon the “undistributed subchapter A 
net income”! which, in general, represents net 
income less Federal income taxes and divi- 
dends paid. 

With certain exceptions,? a corporation quali- 
fies as a personal holding company if, with 
respect to any taxable year, it meets (1) the 
“gross income” test and (2) the “stock owner- 
ship” test. 


“Gross income” test. — The first requirement 
is that at least 80% of the gross income of the 
corporation for the taxable year be “personal 
holding company” income.% 

The term “personal holding company income” 
is specifically defined in the Code to include 
dividends;‘ interest, except interest on purchase- 
money obligations of a dealer in real estate;5 
royalties from patents, copyrights, secret proc- 
esses and formulae, goodwill, trademarks and 
franchises; annuities;7 gains from the sale or 
exchange of stocks or securities, except in the 
case of a dealer in securities;$ gains from future 
transactions in commodities, except for certain 
“hedging” transactions;? income from estates 
and trusts;19 amounts received under certain 
contracts by which the corporation is to fur- 
nish personal services;!1 compensation for the 


*LR.C. §500. 

*T.R.C. §501(b) specifically excludes a corporation ex- 
empt from taxation under §101 of the Code; a bank, life in- 
surance company, or surety company; a foreign personal 
holding company; and certain licensed personal finance com- 
panies, lending companies, loan or investment corporations 
and finance companies, meeting specific statutory require- 
ments. 

*Under certain circumstances the qualifying 80% is re- 
duced to 70%. I.R.C. § 501 (a) (1). The 70% pressure is 
eliminated in H.R. 8300. 

*LR.C. §502(a). 

®LR.C. §502(a). 

C. §502(a). 
C. §502(a). 
C. §502(b). 
C. §5¢2(c). 





How the personal holding company surtax works 


use of corporate property when 25% of the 
stock is owned by an individual entitled to the 
use of the property;!2 rents (including interest 
on purchase-money obligations of real estate 
dealers) unless they amount to 50% er more of 
the corporation’s gross income;!3 and mineral, 
oil or gas royalties, under specified conditions.14 


“Stock Ownership” Test.—To meet the sec- 
ond requirement for qualification as a personal 
holding company, it is necessary that at some 
time during the last half of the taxable year, 
more than 50% in value of the corporation’s 
outstanding stock be owned, directly or indi- 
rectly, by or for not more than five individuals. 
The statute makes provision for attributing own- 
ership of stock, for this purpose, to one who is 
not the actual owner.15 Thus, stock owned by a 
corporation is considered as owned propor’ :on- 
ately by its shareholders; stock owned by a 
partnership is considered as owned by the 
partners; and stock owned by an estate or trust 
is considered as owned by its beneficiaries.16 
An individual is also considered as owning 
stock owned by members of his family (broth- 
ers and sisters, spouse, ancestors and lineal 
descendants) as well as stock owned by his 
partners.17 A person who has an option to 
acquire stock is considered as owning such 
stock.18 Securities convertible into stock are 
considered as outstanding stock.19 However, 
all of the foregoing attribution rules, except 
those attributing stock owned by a corporation, 
partnership, estate or trust, are applicable only 
if the effect is to make the corporation a per- 
sonal holding company.2° 


f), discussed supra Part I. 
§502(g), discussed infra Part II. 
CC. §502(h). 
*1TR.C. §503. The same attribution rules apply for the 
purpose of determining whether compensation for the use 
of property (I.R.C. §502(f), supra Part I) constitutes per- 
sonal holding company income, in so far as such a determi- 
nation is based upon stock ownership 

*TR.C. §503(a) (1); Reg. 118, §39.503(a)-2. 

TER.C. §503(a)(2); Reg. 118, §39.503(a)-3. 

®ITR.C. §503(a)(3); Reg. 118, §39.503(a)-4. 

®TR.C. §503(b); Reg. 118, §39.503(b)-1. 

TR.C. §503(a) (4); §503(b) (3). The rules relating to 
successive attribution of stock ownership are set forth in 
LR.C. §503(a) (5). 
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lessee of P, H would own more than the requisite 
25% of P’s stock (15% directly and 15% by 
attribution from W). Hence, the rents received 
upon H’s use of his leased property would qualify 
under §502(f). However, since WB is also a lessee 
who owns 30% of P’s stock (15% directly and 
15% by attribution from W), an interesting ques- 
tion is whether the rents received from both H and 
WB qualify. Since all three parties together own 
only 45% of the stock, the result that H and WB 
each owns as much as 25% of the stock requires 
the attribution of a portion (5%) of W’s stock to 
both H and WB. Although there appears to be no 
direct authority on this question, related authority 
indicates that such double attribution is proper.?° 
Since the Code attributes to an individual stock 
owned by his partner,31 the same result would 
follow where the relationship among H, W and WB 
instead of the family relationship, is that of part- 
ners. The situation where corporate property is 
rented to the partnership consisting of the lessees 
is discussed in the succeeding section. 


E. Rent from a Partnership 


Suppose AP and BP, individuals, are equal mem- 
bers in a partnership which leases property from 
Corporation P, the stock of which they also own 
equally. Does the rent paid by the partnership 
qualify under §502(f)? The test to be applied is 
the one discussed above: does there co-exist in any 
individual the requisite 25% stock ownership and 
right to the use of the property. First, consider the 
situation from the viewpoint of AP. Clearly, he 
owns the requisite stock. The more serious question 
is whether he is entitled to the use of the property. 
As in the case of a corporate lessee, the statutory 
attribution provisions do not attribute to its mem- 
bers the entitlement of the partnership to use of 
the property. However, another rule comes into 
play. For many tax purposes, a partnership, unlike 
a corporation, is not considered a separate entity.32 
This approach is applied here with the result that a 
partner is deemed to be entitled to the use of 
property leased by his partnership.33 Hence AP, 
an individual, has both the required stock owner- 
ship and the right to use the property of the 
corporation. However, since AP has a 50% interest 


“Cf. Hosch Brothers Co., 3 T.C. 279 (1944), involving §24 
(b) (1) (B), which disallows losses on the sale of proper'y by a 
corporation to an owner, directly or indirectly, of more than 50% 
of its stock and §24 (b) (2) (B). This provides (similarly to 
§503 (a) (2) ) for attribution of ownership of stock among mem- 
bers of a family. The Hosch case involved two separate sales to 
two stockholders. Together, the two purchasers, who were broth- 
ers, owned actually or constructively (by virtue of family own- 
ership) only 56% of the outstanding stock. As a result both 
purchasers could not be considered as owning more than 50% 
of the stock, unless most of the same shares which were attributed 
to one were also attributed to the other. The Court held that both 
losses were disallowed. Each sale is to be considered separately. 
Since the purchaser in each sale owned, directly or indirectly, 


_in the partnership, it may be argued that he is 


entitled to the use of only 50% of the property 
rented to the partnership; accordingly, only 50% 
of the rent received from partnership represents 
rent from property to the use of which a 25% 
stockholder is entitled. As a result, viewing the 
problem solely from the standpoint of AP, 50% of 
the rent paid by the partnership constitutes 
§502 (f) rent. The remaining 50% of the rent must 
be considered as received from BP. Nevertheless, 
since BP also owns the required 25% of the stock 
of the corporation, the 50% portion of the rent 
considered as received from BP also qualifies under 
§502 (f). Accordingly, the entire rent received from 
A and B would appear to qualify under §502(f). 

Where all of the lessor’s stock is owned by the 
individual partners or by the partnership,34 disre- 
gard of the partnership entity will cause the lessor’s 
rents to qualify under §502(f). However, if AP 
and BP are not individuals but corporate members 
of a joint venture classified for tax purposes as a 
partnership, §502(f) will be inapplicable; for by 
disregard of the “partnership” entity the rent will 
be treated as received from a corporation. 

The situation where one or more of the partners 
is not a stockholder has troubled one court.*® 
Suppose AP and BP are equal members of a part- 
nership which rents property from P, a corporation 
the stock of which is owned entirely by AP. While 
there is no direct authority, it appears that each 
partner will be considered entitled to the right to 
use merely an allocable part of the property. There- 
fore, one-half of the rent paid by the partnership 
would seem to be allocable to AP, who actually 
owns the required amount of P’s stock. Hence, 
AP’s half of the rent received by P qualifies under 
§502(f). The interesting question is in respect of 
the half of the rent allocable to BP, who owns no 
stock in P. Does that half of the rent qualify 
under §502 (f) ? 

Suppose BP were the husband of AP. In that 
case, it is clear that BP would be considered as 
owning the stock owned by AP.36 Hence, BP has 
both the required stock ownership, by virtue of the 
statutory attribution of AP’s stock, and the entitle- 
ment to the use of the property, by virtue of his 
interest in the partnership. Therefore, the portion 


more than 50% of the stock, the losses were not allowable under 
§24 (by (1) (B). The same question may arise in other provisions 
of the Code prescribing attibution of stock ownership, e.g.: 

(1) H and W, husband and wife, each owns 5% of a corpora- 
tion which otherwise qualifies as a “collapsible corporation” under 
117(m). They own no other stock indirectly. Each sells his 5% 
interest. It would seem that §117(m)(1) is applicable. Although 
§117(m)(3) denies the consequences of §117(m)(1), to an 
owner of less than 10% of the stock, §117(m) (3) (A) (ii) seems 
to require (more specifically perhaps than §503) that both H and 
W should be each considered as owning 10% of the stock. 

(2) H owns all the stock of a corporation. H and W sell 
depreciable property to the corporation. It would seem that §117 
(o) should apply to both sales. 
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of the rent allocable io BP’s interest in the partner- 
ship also would seem to qualify under §502(f). 

But the result reached in the case where BP is the 
husband of AP would seem to apply as well where 
BP is merely a partner of AP. The rules of the 
Code which attribute the stock of one person to 
members of his family also attribute to an indi- 
vidual the stock owned by his partner.37 There- 
fore, if AP and BP each have a 50% interest in a 
partnership which leases property from AP’s 
wholly-owned corporation, the entire rent would 
seem to qualify under §502 (f). 

This conclusion, together with the rule attributing 
to an individual stock owned by his partner,?8 leads 
to some severe results. For example, if AP, owning 
25% of the stock of the lessor corporation, had 
only a 1% interest as a member of the lessee part- 
nership, the entire rent paid by the partnership 
seems to qualify under §502 (f).39 The stock owned 
by AP would be attributed to each partner; hence 
the rent paid by each partner, through the partner- 
ship, qualifies under §502(f). And since the term 
“partner” includes a member of a joint venture,?° 
the principles applicable to leases by a partnership 
would seem to be equally applicable to joint 
ventures. 


F. Rent from a Partnership: 
Corporate Venturers 


Where all of the partners are individuals, the entire 
rent paid by the partnership qualifies under 
§502 (f).41 To reach this result, it is sufficient that 
each partner be considered as entitled to the use of 
an undivided interest in the property, proportionate 
to his interest in the partnership; and that the rent 
attributable to each partner’s undivided interest be 
deemed paid by that partner. 

However, where one or more (but less than all) 
of the partners is a corporation, the portion of the 
rents attributable to the corporation under the fore- 
going rationale would not qualify as personal hold- 
ing company income under §592(f). Suppose, for 
example, that AP, an individual, and CP, a corpora- 
tion, are equal members of a joint venture and also 
equal owners of the stock of a corporation which 
leases property to the venture. Under the rationale 
previously stated, the one-half of the rent con- 


" ER.C. §503 (a) (2). . 

“Tittle, Income Taxation of Partnerships §§2.1, 2.8 (Little 
Brown & Co., 1952). 

“Furniture Finance Corp., 46 B.T.A. 240 (1942); Neuhoff 
Bros. v. United States 1950 P-H Fed. Tax Serv. 72,680 (N.D. 
Tex. 1950); Randolph Products Co. v. Manning, 83 F. Supp. 857 
(3rd D. N.J. 1948), aff'd, 176 F. 2d 190 (3d Cir. 1949); Wal- 
nut Street Co. v. Glenn, 83 F. Supp. 945 (W.D. Ky. 1948); 
Electroline Sales Co., P-H T.C. Memo. Serv. $51,032 (1951); 
Bro-Jeff Theatres, Inc., P-H T.C. Memo. Serv. 45,385 (1945). 
The State law recognition of the partnership as a separate entity 
is not controlling. Western Transmission Corp., 18 T.C. 818 
(1952), Nonacq. on another issue, 1952-2 Cum. Bull. 6. 

* Stock owned by the partnership will be attributed to the 


sidered to be paid by AP, the individual venturer, 
would qualify under §502(f); but the remaining 
half of the rent, considered as having been paid by 
CP, a corporation, would not qualify because the 
entitlement of use in CP, a corporation.42 In this 
situation, it is possible that the Commissioner will 
adopt the more severe position that AP, as a mem- 
ber of the venture, is entitled to the use of the 
entire property, so that the entire rent from the 
property qualifies under $502 (f). 

Where all the members of the joint venture are 
corporations, no portion of the rent paid by the 
venture qualifies under §502(f). Here, it is obvious 
that entitlement to the use of the property, not 
being subject to the attribution rules,43 cannot 
reside in an “individual”. 


G. Rent from a Trust 


No case has been found considering the status of 
rents received from a trust which owns 25% or 
more of the stock of the lessor or by the beneficiar- 
ies of such a trust.44 There is strong support for 
the position that such rent does not qualify under 
§502(f) because a trust, like a corporation,*5 is 
not an “individual”.46 However, the result may be 
otherwise in the case of a revocable trust.47 


H. Dispositions of Stock or Leases 


A change in ownership of stock or in the entitle- 
ment to use leased property raises some questions 
not resolved by the statute or the authorities. 
Suppose an individual, A, owns all of the stock of 
Corporation P. P’s taxable year is the calendar 
year. On January 1, 1954, P leases all its property 
to A. On July 1, 1954, one of the following events 
occurs: 

1. A transfers his entire interest in the lease to 
B, a stranger, but retains his ownership of P’s stock. 

2. A sells all his stock to C, a stranger, but 
retains his interest in the lease. 

3. A sells his entire interest in the lease to D 
and all his stock to E, D and E being strangers. 

Clearly, the rent received by P for the first six 
months qualifies under $502(f). Does the rent for 
the last six months of the taxable year also qualify? 
Since, in the foregoing examples the individual 
entitled to the use of the property owns no stock 


partners. I.R.C. §503(a)(1). 

% Cf, Frederick Smith Enterprise Co., P-H T.C. Memo. Serv. 
747,148, p. 47,516 (1947), aff'd, 167 F.2d 356 (6th Cir. 1948). 

*TR.C. §503(a) (2). 

*TR.C. §503(a) (2). 

*See supra p. 13. 

*” Cf. Irell, Selected Aspects of Personal Holding Company In- 
come, Proceedings of the Tax Institute, U. of S. Calif. School of 
Law (1950) 341, 564. 

“LR.C. §3797(a) (2). 

“See supra p. 14. 

“See supra p. 12. 

See supra p. 12. 

“TR.C. §503(a)(1) attributes to the beneficiaries the stock 
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in P, rents for succeeding taxable years would not 
qualify under §502(f) and it is difficult to see how 
the statutory purpose is served by treating the last 
six months of rent as qualifying income. Neverthe- 
less, a literal reading of the provision seems to treat 
the rent for the last six months as §502(f) rent in 
all three situations described above. Literally, 
§502(f) brings within its scope all rental from 
property, whether received from the stockholder or 
another (“from whomsoever received”) ,48 provided 
“at any time during the taxable year” a 25% stock- 
holder is entitled to the use of the property. Never- 
theless, the absence of any indicated purpose in 
such a severe result suggests that the statute was 
inadvertently drawn too broadly.49 The phrase 
“from whomsoever received” may have been in- 
tended to cover the case of a stockholder who is 
the assignee or sublessee from the corporation’s 
lessee or from a lessee different from the person 
actually using the property,5° and the term, “at any 
time during the taxable year”, may have been a 
cautious redundnacy to distinguish the require- 
ment for the stock ownership test which looks to 
ownership only “[Ajt any time during the last half 
of the taxable year”’.51 Finally, since the im- 
mediately preceding subsection, §$502(e), relating 
to personal service contracts, employs the phrase, 
“at some time during the taxable year,” it may be 
argued that the phrase, “at any time during the 
taxable year”, must be given a different meaning. 
For these reasons, a court may consider that “at 
any time during the taxable year” was inserted to 
emphasize that §502(f) does not require identity 
of stock ownership and right to use the property 
throughout an entire taxable year or, possibly, at 
any time during the last half of the taxable year; 
and that the purpose of the phrase was merely to 
make clear that, in the hypothetical illustrations 
set forth above, the rent for the period up to July 
1, 1954, is treated as qualifying income. Such a 
construction would seem justified on policy grounds. 
Nevertheless, in the complete absence of authority, 


owned by a trust, and §503(a)(5) reattributes such stock to 
members of the beneficiaries’ families. 

“See supra p. 12. 

“Cf. John a Snively, 20 T.C. 136 (1953), and Lexmont Corp., 
20 T. C. 185 (1953), holding that a trust is not an “individual” 
for the purpose of I.R.C. §§24(b) and (c), which disallow de- 
ductions arising from transactions between related parties. There 
is no indication under §§24(b) or (c) or under $502(f) that this 
treatment of trusts is not a mere accident. While H.R. 8300, 83d 
Cong., 2d Session, the proposed Internal Revenue Code of 1954, 
as passed by the House of Representatives, changes the result in 
respect of §§24 (b) and (c), the analagous result under §502 (f) 
was not changed 

“ As a general rule, capital gains are not taxable to a nonresi- 
dent alien not engaged in trade or business in the United States. 
Roberts and Warren, Taxation of Nonresident Aliens and Foreign 
Corporations (Practising Law Inst. 1953) p. 7. For a period of 
time, the Bureau’s position was that capital gains distributed to 
a nonresident alien beneficiary of a trust were taxable to the 
alien beneficiary on the ground that the income did not retain its 
character as capital gains in his hands. I.T. 3160, 1938-1 Cum. 
Bull. 199, revoked by I.T. 3495, 1941-2 Cum. Bull. 195. During 








the possibility of an adverse result can hardly be 
ignored. 

Several methods of coping with the problem may 
be suggested. From the viewpoint of the purchaser 
of the stock, the seller should be required to 
indemnify for any personal holding company surtax 
which might be imposed. Secondly, it may be 
feasible to change the taxable year of the corpora- 
tion, thereby eliminating the problem for the new 
taxable year. For example, in the illustrations here 
discussed, if the taxable year were changed to the 
year ended July 31, the problem would be elimi- 
nated with respect to the fiscal year beginning 
August 1, 1954. Or the effect of a change in fiscal 
year may be accomplished by forming a new 
corporation. 


I. Statutory Relief 


The Revenue Act of 1950 granted some taxpayers 
a temporary respite from the impact of §502(f). 
Section 223 of that Act provides that §502 (f) — 


“Shall not apply with respect to rents received during 
taxable years ending after December 31, 1945, and before 
January 1, 1950, if such rents were received for the use 
by the lessee, in the operation of a bona fide commercial, 
industrial, or mining enterprise, or property of the 
taxpayer.” 


The provision has only historical importance, since 
it does not apply to taxable years ending after De- 
cember 31, 1949. 

The legislative history states that the relief was 
intended for corporations which fortuitously be- 
came closely held and rented their assets to its 
stockholders for use in the operation of busi- 
nesses.52 The cases indicate that another group 
also benefited from the relief: those taxpayers who 
were unaware of the application of §502(f). How- 
ever, not all the members of this last group could 
avail themselves of this provision. First, it offered 
no relief to corporations in respect of taxable years 
beginning before January 1, 1946.53 Second, the 
relief provision was not implemented by an ex- 
pansion of the statute of limitations. Hence, tax- 


that period the Bureau considered differently the situation of +e- 
vocable trust, holding that capital gains of a revocable trust 
qualifying under §166 of the Code were not taxable to a no:. 
resident alien settlor. I.T. 3207, 1938-2 Cum. Bull. 181. Cf. 
Marie E. Meier, 16 T.C. 425 (1951) and George W. Vreeland, 
16 T.C. 1041, 1049 (1951), suggesting that the net operating 
loss of a revocable trust may be deductible by the settlor or bene- 
ficiary. This approach may indicate that the existence of a re- 
vocable trust will be disregarded for other purposes. Accordingly, 
if this apfroach were extended where a sale was made between 
a revocable trust and a corporation owned by the settlor, the loss 
would be disallowed, despite the Snively and Lexmont cases. 
Similarly, under this approach rent received from a_ revocable 
trust would be treated as received from the individual settlor for 
the purpose of §502(f). 

“The provision is quoted in full supra at p. 11. Emphasis is 
supplied. 

“Note that the result would be the same if the sales occurred 
on January 2, 1953, and that the impact of the tax will be on the 
unrelated buyer of the stock, unless he is aware of the problem 
discussed here. 

See supra p. 11. 
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payers who had paid the personal holding company 


tax were entitled to the benefits of the relief pro-: 


vision only if the statute of limitations had not 
expired. Third, those taxpayers who had lost their 
cases in the courts obtained no relief for the taxable 
years involved in the cases.54 However, the statu- 
tory relief would appear to be available to them 
with respect to other taxable years not in issue in 


the decided cases, even though the factual situa- 
tions in all taxable years were identical.55 

H.R. 8300, as passed by the House of Repre- 
sentatives,56 provides a more permanent relief. The 
counterpart of §502(f) will apply only to a corpora- 
tion which has personal holding company income for 
the taxable year, computed without regard to 
§502 (f), in excess of 10% of its gross income. 


Il. RENT FROM STRANGERS 


The statutory provisions relating to the character- 
ization of rent as qualifying income (“personal 
holding company income”) reflect a Congressional 
purpose to permit corporations engaged primarily 
in operating real estate for rental income to escape 
the personal holding company surtax.57 Rent is 
considered qualifying income unless it constitutes 
50% or more of the corporation’s entire gross in- 
come. Viewed in the context of the requirement 
that 80%58 of the entire gross income represent 
qualifying income, the amount of §502(g) rent may 
often be the crucial factor in determining whether 
a corporation meets the gross income test. 
Consider the following illustrations: 








Case I Case II Case III 
§502(g) Rent $ 51,000 $ 49,000 $ 51,000 
Qualifying gross income 
(e.g., dividends) 49,000 31,000 31,000 
Nonqualifying gross income 
(e.g., gain on sale of 
real property) —0— 20,000 18,000 
$100,000 $100,000 $100,000 


Case I does not qualify under the gross income 
test because the rent, constituting more than 50% 
of the corporation’s entire gross income, thereby 


represents nonqualifying income. On the other 


hand, Case II qualifies under the gross income test. 
There, rent constitutes less than 50% of the entire 
gross income, hence represents qualifying income. 
The rent, together with other qualifying income, 
represents 80% of the entire gross income ($49,090 

$31,000 $80,000, or 80% of $100,000). If only 


R.C. §501(a)(2) (emphasis supplied). 
See §. Rep. 2375, 81st Cong., 2d Session, 1950-2 Cum. Bull. 
0, 557; H.R. Rep. 3124 (Conference Report), 81st Cong., 
Session, 7d. at 588. 
See O. Falk’s Department Store, Inc., 20 T.C. 56 (1953). 

* Most fortunate were those taxpayers whose cases were pend- 
ng before the courts when the relief provision was enacted. In 
Coca-Cola Bottling Co. of Sacramento, 17 T.C. 101 (1951), the 
court denied an unused excess profits credit carry-back from 1946 
n the ground that the taxpayer was a personal holding company 
1 that year. The opinion was promulgated on July 31, 1951. 
The Revenue Act of 1950 had been enacted on September 23, 
1950, after the briefs were filed but before the date of the opin- 
ion. In 19 T.C. 282 (1952), upon motion for reconsideration, the 
taxpayer prevailed by virtue of the 1950 amendment. 

® Cf. Corrigan v. Comm’r, 155 F.2d 164 (6th Cir. 1946); Na- 
tional Bank of Commerce, of Seattle 12 T.C. 717 (1949). 

°° 83d Cong., 2d Session, §543(a) (6). 

% The personal holding company surtax was first imposed by 
The Revenue Act of 1934. The bill passed by the House of Rep- 
resentatives contained a definition of personal holding company 
which included all “rents” as qualifying income. The Senate bill 


$2,000 of gross income were shifted from non-quali- 
fying income to rent, as in Case III, the entire 
amount of rent would fail to qualify and the 
corporation would thereby escape personal holding 
company classification, since only 31% of its gross 
income would represent qualifying income. 

A comparison of Cases I and II reflects the 
crucial importance of rent in the gross income test. 
The $2,000 rent deficiency in Case II is not compen- 
sated for by the $20,000 additional nonqualifying 
income from the sale of real property. 


A. Interest as Section 502(¢) Rent 


The Code specifically includes as “rent”, for the 
purpose of §502(g), 


“[(I]nterest on debts owed to the corporation, to the 
extent such debts represent the price for which real 
property held primarily for sale to customers in the 
ordinary course of its trade or business was sold or 
exchanged by the corporation. . . .” 


Interest so treated as “rent” does not qualify as 
“interest” for the purpose of the gross income test.59 

Including such interest as §502(g) rent has a 
double advantage for the recipient. First, interest 
is removed from automatic®® classification as per- 
sonal holding income. Second, such interest, being 
included as §502(g) rent, it is added to other 
§502(g) rents to determine whether the 50% test 
is met.61 

There is no requirement that the debt owed be 
secured by the property sold or exchanged. More- 


went to the other extreme and treated all rents as nonqualifying 
income. The Senate Finance Committee reasoned that the real 
estate businesses carried on by small family corporations “partake 
more of the nature of operating companies than mere holding 
companies.” S. Rep. 558, 73rd Cong., 2d Sess., 1939-1 (Part 2) 
Cum. Bull. at 596-97. It felt that any serious tax avoidance op- 
portunity in this provision was overcome by the §102 surtax pro- 
vision. The Senate version was adopted by the Conference Com- 
mittee (H.R. Rep. 1385, 73rd Cong., 2d Sess. 1939-1 (Part 2) 
Cum. Bull. at 631), and enacted as §351 of the Revenue Act of 
1934, 

The Revenue Act of 1937 recognized that the exclusion of all 
rents from personal holding company income gave an opportunity 
for tax avoidance. A corporation could readily arrange to have 
20% of its gross income from rent. To prevent this device and ‘at 
the same time not interfere with “bona fide and legitimate” 
corporations engaged in the operation of “office buildings, apart- 
ment houses, etc.”’, the qualification of rent was made dependent 
upon the 50% test now appearing in §502(g) of the Code. H.R. 
Rep. 1446, 75th Cong., 1st Sess., 1939-1 (Part 2) Cum. Bull. at 
708. Section 502(f), discussed supra Part I, was also enacted 
as part of the 1937 Act. Ibid. 
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over, although there is no authority on the point, it 
would seem that a purchase-money mortgage on 
which the purchaser is not personally liable should 
qualify under this provision.62 

However, interest is treated as §502(g) rent only 
where the debt arose from the sale or exchange of 
real property which constitutes “dealer” property, 
i.e., real property held primarily for sale to cus- 
tomers in the ordinary course of business. It does 
not apply to interest on a debt arising from the 
sale of real property held for investment,®* or from 
the sale of personal property. Interest on such debts 
qualifies as interest under §502 (a) .64 

If both real and personal property are sold, for 
example, in the case of a sale of a hotel, together 
with the furniture therein, a portion of the debt 
would not represent the price for which “real prop- 
erty” was sold. Therefore, even if the entire 
property were “dealer” property, the interest on 
the portion of the debt attributed to the sale of the 
furniture would seem to qualify as “interest” under 
§502(a), rather than “rent” under $502 (g).65 Pre- 
sumably, the amount of debt attributable to the sale 
of furniture would be determined by allocating the 
total debt between the real and personal property 
in the ratio of their respective fair market values 
at the time of the sale. However, it may be possible 


®Or 70%, I.R.C. §501(a) (b). 

TRC. §502(a). 

® Even interest treated as §502(g) rent may constitute personal 
holding company income if all §502 (g) rents amount to 50% or 
less of the corporation’s gross income. 

“See H. R. Rep. 1860, infra, n. 63, which recognized the im- 
portance of this principal in its application to a dealer in real 
estate who leases property pending its sale, where the rental in- 
come is less than 50% of the entire gross income. 

* Cf, Crane v. Comm’r. 331 U.S. 1 (1947); Woodsam Associ- 
ates, Inc. v. Comm’r. 198 F.2d 357 (2d Cir. 1952). 

* Frederick Smith Enterprise Co., P-H T.C. Memo. Serv. {[47,- 
148 (1947), aff'd, 167 F.2d 356 (6th Cir. 1948). The provision 
was added by §$403(g) of the Revenue Act of 1938 to relieve 
operating companies engaged primarily in the development of 
real estate for sale, especially in years when an inactive market 
caused a decline in gross income from the sale of real estate. 
H.R. iy Ra =: 75th Cong., 3rd Sess., 1939-1 (Part 2) Cum. 
Bull. Prior to this amendment, interest On purchase money 
iligeions ‘qualified as interest under §502(a), even in the 
case of a “dealer’’ property. W.G.S. Operating Co., P-H_ T.C. 
* Memo. Serv. 743,002 (1943). 

“In O'Sullivan Rubber Co., 42 B.T.A. 721 (1940), Acq. 
1940-2 Cum. Bull. 6, aff'd, 120 F. 2d 845 (2nd Cir. 1941), the 
Court rejected the taxpayer’s contention that interest under §502 
(a) was limited to interest on amounts loaned by the taxpayer, 
and did not extend to interest on purchase money obligations. 

*® The specific statement of a contrary rule in I.R.C. §423(c), 
relating to Supplement U leases of exempt organizations, sup- 
ports this conclusion. 

* 2 Powell, Real Property ]222 (Matthew Bender & Co. (1952); 
1 Thompson, Real Property §61; 3 Id. §1019 (Perm. ed. 1939, 
Bobbs-Merril Co., Indianapolis). 

* See National Memorial Park, Inc. v. Comm’r, 145 F.2d 1008, 
1014 (4th Cir. 1944), affg. P-H T.C. Memo. Serv. 43,313 
(1943); Community Mausoleum Co., 33 B.T.A. 19 (1935), Acq. on 
this issue, XV-1 Cum. Bull. 5 (1936). But cf. G.C.M. 7871, 
IX-1 Cum. Bull. 207 (1930) (test of whether property is real 
property held to be whether such property is land or a right in 
or to land); Intercounty Operating Corp., 4 T.C. 55 (1944), 


Acq. 1944 Cum. Bull. 15; Comm’r. v. Clarion Oil Co., 148 F. 2d 
671 (D.C. Cir. 1945), cert denied, 325 U.S. 881 (1945). 
* Cf. 1 Paul, Federal Estate and Gift Taxes (1942) §2.10. 
See supra p. 17. 
*Reg. 118, §39.502-1(c). 


to prevent treatment of a portion of the interest as 
§502(a) interest to the seller, without diminishing 
the amount of interest deductible by the buyer, by 
selling furniture for cash, with an appropriate 
adjustment to the amount of cash received upon 
sale of the real property. 

It is not uncommon for a dealer in real estate 
fees also to deal in leases, especially long-term 
leases. However, no case appears to have con- 
sidered whether a leasehold may be “real property” 
for the purpose of this provision. Historically, a 
lessee’s interest in a term for years is personal 
property and not real property. This historical 
distinction, although not unimpaired, retains con- 
siderable force in the substantive law of real 
property.66 In a comparable situation, determining 
whether the subject matter of a particular sale is 
“real property” or “personal property”, for pur- 
poses of §44, relating to installment sales, the au- 
thorities indicate that the characterization of state 
law is to control.67 Nevertheless, no reason suggests 
itself why the policy of the statute requires ad- 
herence either to the historical view or to state law. 
Much more defensible would be the rule that the 
accepted meaning in common speech should 
prevail.68 

Where interest on the purchase money obligation 


7 2R.C. $502(a) 

*TR.C. §502(h). So-called “delay rentals”, which represent 
amounts paid to lessors for the privilege of retaining leases 
without drilling a well on the leased property constitutes rent 
G.C.M. 1197, 1940-2 Cum. Bull. 166; cf. J.T. Sneed, Jr., 30 
B.TA. 1121 (1934), Nomacq. XIII-2 Cum. Bull. 35 (1934), 
modified 33 B.T.A. 478 (1935), Acg. XV-1 Cum. Bull. 21 
(1936); Comm’r v. Wilson, 76 F.2d 766 (Sth Cir. 1935). On 
the other hand, a so-called “bonus”, the cash paid upon execu- 
tion of an oil lease for the right to explore for oil or gas for a 
specified period, with a provision for payments out of a share of 
any oil or gas produced, constitute “advance royalties’ and not 
“rents”. Comm’r v. Clarion Oil Co., 148 F.2d 671 (D.C. Cir. 
1945), cert. denied, 325 U.S. 881 (1945). See Miller, Oil and 
Gas Federal Taxation, 195-96 (C.C.H.2d ed. 1951). 

Cf. Schuylkill Transit Co. v. Rothensies, 115 F. Supp. 594 
(E.D. Pa. 1953), aff'd per curiam, 54-1 U.S.T.C. 99246 (3d 
Cir. 1954). 

™TER.C. §502(g); Reg. 118, §39.502-1. H.R. Rep. 1546, 75th 
Cong., 1st Sess., 1939-1 (Part 2) Cum. Bull. at 708, states: 
“‘Rents’ as here used is defined in its broadest sense and in- 
cludes such items as charter fees, etc., and is not limited to rent 
of real property”. Cf. Schuylkill Transit Co. v. Rothensies, 
supra n. 73. 

75 See P-H Real Estate Service 5452; Real Estate Hand- 
book (Holmes & Jones, Ed., Prentice-Hall, Inc., 1948) 193. 

Reg. 118, §39.23(a)-10 (“Taxes paid by a tenant to or for 
a landlord for business property are additional rent and consti- 
tute a deductible item to the tenant and taxable income to the 
landlord, the amount of tax being deductible by the latter’); 
Reg. 118, §39.22(a)-19 (“If a corporation has leased its property 
in consideration that the lessee shall pay in lieu of other rental 
an amount equivalent to a certain rate of dividend on the les- 
sor’s stock or the interest on the lessor’s outstanding indebtedness, 
together with taxes, insurance, or other fixed charges, such pay- 
ments shall be considered rental payments and shall be returned 
by the lessor corporation as income. . . .”); cf. United States v. 
Boston & Maine R.R., 279 U.S. 732 (1929) (payment by lessee 
of income tax of lessor constitutes taxable income to the lessor). 

™ Cf. Old Colony Trust Co. v. Commissioner, 279 U.S. 716 
(1929) (State and Federal income taxes imposed upon an em- 
ployee but paid by the employer as compensation held taxable to 
employee). 

Reg. 118, §39.22(a)-19, quoted supra n. 76. 
“2 Powell, Real Property, 233, 235 (Matthew Bender & 
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will not qualify as rent under §502(g) because the 
property to be sold is not “dealer” property, the 


seller may minimize the consequences of the interest 


qualifying as personal holding company income by 
negotiating for a noninterest bearing purchase- 
money obligation. 


Ill. WHAT CONSTITUTES RENT 


Sections 502(f) and (g) of the Code define rent in 
its usual sense to mean: compensation, however 
designated, for the use of, or the right to use, 
property. However, §502(g) specifically excludes 
from the definition of rent, for the purpose of that 
subsection, amounts constituting personal holding 
company income under §502(f), relating to the 
rents received from a stockholder. And §502(g) 
specifically includes as §502(g) rent certain interest 
on purchase money debts, discussed above.®9 In 
other respects (apart from the fundamental dis- 
tinction of whether a stockholder or a stranger is 
entitled to the use of the property), the determina- 
tion of what constitutes rents or compensation for 
the use of the property is the same for both $§502 (f) 
and 502 (g). 

In addition to the express provisions, there are 
several implied exclusions. Thus “royalties”, rep- 
resenting the amounts received for the privilege of 
using patents, copyrights, secret processes and 
formulas, goodwill, trade-marks, trade brands, 
franchises and other like property,7° constitute a 
separate classification of qualifying income,7! not 
includible as rents under §3502(f) or (g). Simi- 
larly, “mineral, oil or gas royalties” are not rents, 
but a separate class of income with special rules for 
qualification.72 

“Rent” includes both fixed rents and percentage 
rents, which are based upon the volume of busi- 
ness of the lessee.73 It includes rent for personal, 
as well as real, property.74 


A. Rent Under a Net Lease 


A lessor’s gross income may include items which 
are not paid directly to the lessor. For example, a 
so-called “net lease” may require the lessee to pay, 
in addition to the specified rent, certain costs of 
operating the property, generally, real property 
taxes, insurance and maintenance.75 In such a case 
two questions are raised: (1) Is the item paid by 
the lessee included in the lessor’s gross income? 
(2) If so included, does it constitute “rent” within 
the meaning of §§502(f) and (g)? Curiously, no 
case or ruling appears to have considered the prob- 
lem from the viewpoint of §502 and analogies 
drawn upon as guideposts for prediction present a 
meager and somewhat conflicting picture. 

Real property taxes paid by the lessee under a 
net lease would seem to be included in the lessor’s 


gross income.76 The taxes represent a liability of 
the lessor or of his property. Satisfaction of that 
liability by the lessee would seem to require an 
inclusion in the lessor’s gross income.77 On the 
other hand, where the obligation is that of the 
lessee or his property, its satisfaction by the lessee 
is not includible in the lessor’s gross income. For 
example, taxes imposed upon a building erected 
upon the leased premises but owned by the lessee, 
or interest on a mortgage obtained by the lessee 
and secured by his leasehold, should not be included 
in the lessor’s gross income. 

Premiums for insurance against loss of the lessor’s 
property are includible in the lessor’s gross income 
where paid directly by the lessee to the insurer 
pursuant to the terms of the lease.78 Although the 
obligation to pay insurance premiums, unlike the 
obligation to pay real property taxes, is not im- 
posed by law, the payment is primarily for the 
benefit of the lessor. The only substantial benefit 
to the lessee is that the payment permits him to 
occupy the premises; and in that respect it re- 
sembles the annual rent specified in the lease. 
Hence, it seems proper to treat the payment as 
rental income to the lessor. 

In respect of maintenance charges paid by the 
lessee, authority is entirely lacking. At common 
law, the lessor was not liable for repairs to the 
property; but to some extent this has been changed 
by statute.79 Where the law imposes the liability 
on the lessor, a court might consider that its satis- 
faction by the lessee constitutes gross income to the 
lessor, in the same manner as payment of the 
lessor’s real estate taxes. However, maintenance 
charges differ from both taxes and insurance in that 
the lessee also obtains a substantial benefit, apart 
from occupancy of the premises, from the main- 
tenance expenditures. Reference for analogy to 
the treatment of leasehold improvements erected 
by the lessee suggests that the amount included in 
the lessor’s income is limited to the value of the 
maintenance expenditure to the lessor. In the case 
of lessee’s improvements, if the circumstances indi- 
cate that the improvements were intended as rent, 
there is included in the lessor’s gross income the 
value of the improvements at the termination of 
the lease.8® If the same rule were applied to 
maintenance costs expended by the lessee, the 
amount included in the lessor’s gross income would 
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be limited to their value at termination of the lease. 
This represents a benefit to the lessor and not to the 
lessee. For that reason a Court may limit the 
amount included in the lessor’s gross income to 
that portion (if any) of maintenance charges ex- 
pended by the lessee which enures to the benefit of 
the lessor. However, it is not clear whether even 
the estimated value of the expenditure at the 
termination of the lease constitutes income to the 
lessor in the year of expenditure by the lessee;%! 
or the actual value of the expenditure at the 
termination of the lease constitutes income in the 
year of termination.82 In deciding this question, 
the Courts may be influenced by the fact that in 
some cases it may be difficult for the lessor to 
ascertain the amount of the lessee’s expenditures 
for maintenance. 

If it is held that the amount included in the 
lessor’s gross income is limited to the value to the 
lessor, it would seem to represent income to the 
lessor in consideration for occupancy of the prem- 
ises, hence properly classified as rents. On the other 
hand, if the entire expenditure made by the lessee 
is included in the lessor’s gross income and is de- 
ductible by the lessor as repairs or leasehold im- 
provements, the next question is whether it is rent 
or represents income, not for occupancy of the 
premises, but from a service rendered to the lessee. 
This is discussed in the next section. 


B. Payments for Related 

Services Rendered 

Equally lacking in precedent is the proper treat- 
ment of services rendered to the lessee in con- 
nection with the occupancy of the premises. For 
example, the lessor may be required or permitted 
to supply the lessee with electricity, water and 
rubbish removal service. Sometimes these are in- 
cluded in the fixed rent; in other cases, the lease 
requires additional payments therefor. The payment 


3 Thompson, Real Property, §§1342, 
Merrill Co., 1939 ed.). 

®1T. 4009, 1950-1 Cum. Bull. 13 (income results to the les- 
sor to the extent of the fair market value “subject to the lease” of 
improvements); see M.E. Blatt Co. v. United States, 305 U.S. 
267 (1938), decided prior to the enactment of I.R.C. §22(b) 
(11), where the Government computed the lessor’s gross iincome 
by subtracting from the lessee’s cost the depreciation to the end 
of the lease term. 

% This seems to be the Government's position in I.T. 4009, 
supra n. 80 (concluding sentence). But cf. M.E. Blatt Co. v. 
United States, supra n. 80. 

* Cf. Helvering v. Bruun, 309 U.S. 461 (1940), decided prior 
to the enactment of I.R.C. §22(b)(11), holding that lessee’s im- 
provements were taxable upon termination of the lease. 

See e.g. “The Standard Form of Office Lease”, issued by 
The Real Estate Board of New York, Inc. (Symbols: 0-1/53, 
Art. 12) (the lessee agrees to purchase electricity supplied by 
the lessor at rates cljarged consumers); id., Art. 28 (the lessee 
agrees to pay the lessor for water consumed for purposes other 
than ordinary lavatory purposes); id., Art. 30 (the lessee agrees 
to pay the lessor for the cost of removal of rubbish). 

* E.g., Searing v. Cohen, 191 Misc. 1006, 80 N.Y. Supp. (2d) 
44 (App. Term, 1st Dep’t 1948). 
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for these services is not, strictly speaking, for the use 
of the property, and the question is whether it con- 
stitutes rent for the purpose of §502(f) and (g).” 

Where the lessee is required to pay the landlord 
separately for such incidental services, the lease may 
contain specific provisions that the payment so re- 
quired “shall be deemed to be, and be paid as, addi- 
tional rent”. The purpose of this characterization is 
merely procedural, to give the lessor, in the event of 
a default in the required payment, the remedy of 
re-entry without notice and dispossess by summary 
proceedings.84 It would seem that the provisions 
in the lease characterizing the payment as rent 
would not control the meaning of rent in §502 (g) .85 

No case or ruling has been found which con- 
siders the problem. Several lines of analogous au- 
thority yields results not entirely consistent with 
one another. First, the position may be taken that, 
where the lessee makes a separate payment for 
the related services rendered to him, the payment 
is not for the occupancy of the property itself and 
should not be characterized as rent. One response 
which may be anticipated from the courts is sug- 
gested in their approach to an analogous situation, 
the characterization of interest for the purpose of 
§502(a). If this analogy were applied, it would 
seem that a payment for related services rendered 
to the lessee does not constitute rent, provided the 
amount of the payment separately made is mea- 
sured by value of the services to the particular 
lessee.86 Under this rationale, electricity and water 
charges which vary with consumption of the lessee 
would not constitute rent under §502(g). Simi- 
larly, if the cost of rubbish collection paid by the 
lessee is intended to be commensurate with the 
services rendered to the lessee, the amount includi- 
ble in the lessor’s gross income would not seem to 
constitute rent. On the other hand, pursuing the 
analogy previously suggested, where water, elec- 
tricity and rubbish disposal are not separately 


Cf. Charles R. Holden, 27 B.T.A. 530 (1933) (where a 
lessee of a cooperative apartment agreed to pay his pro rata share 
of taxes and interest “not as rent’, held, the payments constitute 
rent) ; United States Universal Joints Co., 46 B.T.A. 111 (1942), 
Acq. 1942-1 Cum. Bull. 17, discussed infra p. 21. 

* Compare Workingmen’s Loan Association v. United States, 
142 F.2d 359 (1st Cir. 1944) (“initial charges” paid by lender 
for investigation, identification, inspection and appraisal not 
varying with the duration of the loan, held, not “‘interest”), with 
Noteman v. Welch, 108 F.2d 206 (ist Cir. 1939) (3% per 
month paid by borrower constitutes ‘‘interest’” where no separate 
charge’was made for incidental services rendered to the borrower). 
C}. Bond Auto Loan Corp. v. Comm’r, 153 F.2d 50 (8th Cir. 
1946). Also compare Comm’r v. Affiliated Enterprises, Inc., 123 
F.2d 665 (10th Cir. 1941), cert. denied 315 U.S. 812 (1942), 
with Affiliated Enterprises, Inc. vy. Comm’r, 140 F.2d 647 (10th 
Cir. 1944). 

46 B.T.A. 111 (1942), Acg. 1942-1 Cum. Bull. 17. But cf. 
Lane-Wells Co., 43 B.T.A. 463 (1941), aff'd on another issue, 
134 F.2d 977 (9th Cir. 1943), rev'd on that issue, 321 US. 
219 (1944). 


88 Cf. General Management Corp. v. Comm’r, 135 F.2d 882 (7th 
Cir. 1943), cert. denied, 320 U.S. 757 (1943). 
® Reg. 118, §39.422-1(b) (3). 
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charged for, but included in the fixed rent, the 
entire payment would seem to be rent. And the 
same result would seem to follow where a separate 
charge is made for those services but in an amount 
not commensurate with the value of the services 
rendered, for example, a flat charge of ten cents 
per square foot to all occupants of a loft building 
for water. 

On the other hand, there is also analogous au- 
thority for a contrary result. In United States Uni- 
versal Joints Co.,87 under patent license agreements, 
the taxpayer received payments, designated “royal- 
ties” equivalent to a percentage of the net selling 
price of the patented articles. However, it was 
orally agreed by the parties that the taxpayer 
would also render substantial engineering services 
to the licensee without further compensation. The 
Board found that a portion of the payments 
received constituted compensation for services 
rendered and not royalties. This case suggests that 
the portion of the fixed rent which is found to be in 
fact for something other than the occupancy of the 
property does not constitute rent. For example, if 
a lease providing for a fixed rent also provides for 
electricity to the tenant without charge, the portion 
of the fixed payment allocable to electricity would 
not constitute rent under §502, under the Universal 
rationale. 

However, further development of the law may 
establish some limitations on the principle of the 
The administrative problem of 
establishing the portion of the fixed rent allocable 
to the related services may influence the courts to 
limit its application. The Universal case itself sug- 


Universal case. 
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gests that the related services must be substantial. 
Under this limitation, it may be that the value of 
the rubbish removal services rendered by the lessor 
is not sufficiently substantial, in relation to the total 
fixed payments under the lease, to permit its segre- 
gation from rent. Or it is possible that the principle 
of Universal will not apply to services incidental 
to occupancy of the property usually or customarily 
included in the fixed rent, for example, elevator 
service and water for lavatory purposes in the case 
of large office buildings.88 This is suggested by a 
third analogy found in §422(a) (3), defining “unre- 
lated business income” of an exempt organization to 
exclude “all rents from real property (including 
personal property leased with real property * * *”. 
The regulations under this provision8® make the 
distinction on the basis of whether services are also 
rendered to the occupant. Thus, payment for the 
use of space where services are also rendered to the 
occupant, for example, for the use or occupancy of 
hotel rooms, boarding houses or apartment houses 
furnishing hotel service or for the use or occupancy 
of space in parking lots, warehouses or storage 
garages do not qualify as rentals from real estate. 
Generally, services rendered to the occupant are 
considered to disqualify his payment as rental from 
real estate. On the other hand, the furnishing of 
light and heat, the cleaning of public entrances and 
exits, stairways and lobbies, are not considered 
services rendered to the occupant. As a result, pay- 
ment for the use or occupancy of entire private 
residences, or of living quarters in multiple housing 
units, or of offices in an office building, are generally 
considered rentals from real estate. ENp 





LAMENT ON THE PASSING OF AN OLD CODE 


The Code we have, for all its faults, 
Was good enough for father; 

We don’t see why our Congressmen 
Have gone to all this bother. 


The section numbers we could cite! 
To show our thorough schooling, 

While sprinkling in apt references 
To case, or reg., or ruling: 





Like “24” and “102” 
Or old “117”; 
And “3801” was sure 
To make us seem quite keen; 


And good old “(p)” of “23”— 
A cause for merriment; 

And whether “(x)” applied at all 
To “Pouf” or “Ammident”. 


And so we mourn the passing Code: 
A toast to 112(b)! 
And may we some day understand 
The new Subchapter C. 


—Monsieur 











NEW DEVELOPMENTS IN TAX ASPECTS OF 


Accounting 


EDITED BY CARL M. ESENOFF, CPA, & BYRON F. WHITE, LI.B., CPA 


Accounting sections of Code 


expanded and improved 


NO MATTER WHAT HAPPENS to HR 8300 
between now and the time it becomes 
law, the prospects are good that it will 
substantially improve accounting for 
tax purposes. House Committee mem- 
bers representing both parties are in 
substantial agreement regarding the 
new sections, as evidenced by the fact 
that the 24-page Minority View of the 
Committee Report contains no adverse 
comments on accounting sections. From 
this indication of unified support in 
the House, one might conclude that 
the Senate will concur in this phase 
of the Act. 


AIA committee thinks bill encourag- 
ing. “The bill makes great strides in 
the direction of putting business ac- 
counting and income tax accounting on 
the same wave length. That is some- 
thing we have urged upon the Congress 
for many years,” J. S. Seidman, chair- 
man of the federal tax committee of 
the American Institute of Accountants, 
told the Senate Finance Committee in 
his testimony on HR 8300 late in April. 
“We applaud HR 8300 for getting it 
under way. The transition will bring 
on some problems, both from a revenue 
standpoint as well as the scope of re- 
serves for estimated expenses.” 


New Sub-Chapter established. In 
contrast to the present Code’s eight 
brief sections on accounting periods 
and methods of accounting, HR 8300 
establishes an entire sub-chapter to 
cover the subject, containing four Parts 
with 14 detailed Sections. Only the 
most important changes are discussed 
here. 


New accounting period allowed. Sec- 
tion 441, defining the period for com- 
putation of taxable income, continues 
existing law, but adds a sub-section 
permitting corporations to elect a 52-53 
week fiscal year. This special type of 


accounting period, advantageous for 
corporate management and cost control 
purposes, will undoubtedly be utilized 
more, now that it has tax acceptance. 


“Hybrid” method acceptable. Section 
446 states the general rule for methods 
of accounting under the new law. In 
addition to all methods under existing 
law, it sanctions the “hybrid” method 
under regulations prescribed by the 
Treasury. The House Committee Re- 
port explains one such method for 
small retail stores, with an accrual of 
items affecting gross income such as 
purchases, sales of goods, accounts 
payable, and accounts receivable. In 
such a case items of deduction such as 
rent, interest, clerks’ salaries, insur- 
ance and similar items may be ac- 
counted for on a cash basis. 


Deferred income recognized. Section 
452 concerns deferred income. Under 
existing law, amounts are includible in 
gross income by the recipient not later 


than the time of receipt if they are 
subject to free and unrestricted use by 
the taxpayer, even though the pay- 
ments are for goods and services to be 
provided by the taxpayer at a future 
time. Advocates of this rule have justi- 
fied it on the principle that income tax 
should accrue currently with receipt, 
when the taxpayer has ability to pay. 
For many years members of the ac- 
counting profession through their 
American Institute have urged deferral 
of such income for income tax purposes 
as a matter of good-accounting prac- 
tice. The proposed Code gives recog- 
nition to the deferred income principle 
under certain circumstances. The tax- 
payer may elect to defer such unearned 
income for tax purposes to a maximum 
time of 5 years, but must obtain Bureau 
permission to defer for longer periods. 
Sub-section (c) provides that death of 
the taxpayer terminates the deferral, 
thus presenting the possibility of pyra- 
miding income in such a year. 


Double taxation eliminated. Section 
453 provides much needed relief to 
taxpayers electing to change from the 
accrual method of accounting to the 
installment method. The proposed law 
eliminates double taxation inherent in 
presently existing law. Section 481 
covers adjustments required by any 
change in method of accounting, volun- 
tary or involuntary. This section re- 
quires adjustments so that every item 
of gross income or deduction is taken 
into account, and none are omitted. 
The new proposal establishes equity by 
eliminating doubling up and omissions. 


New Bill removes windfall advantage 


in shift of accounting 


UNDER PRESENT LAW, if the Commis- 
sioner forces a taxpayer to change his 
method of accounting because the old 
method does not clearly reflect income, 
the taxpayer reaps a tax advantage. 
Duplicate deductions are allowed for 
items expensed in closed years, and 
income accrued in outlawed years may 
never be taxed. Proposed Section 481 
eliminates the tax advantage by re- 
quiring that adjustments be made in 
order that every item of gross income 
or deduction is taken into account and 
that none are omitted. The new rule 
applies to both voluntary and involun- 
tary changes in the accounting method. 

Since the new rule can result in 
pyramiding of several years’ income 


method 


into one year when the accounting 
method is corrected, sub-section 481(b) 
attempts to ease the tax burden by 
averaging the bunched income over a 
three year period. If the adjustment 
increases the taxable income by more 
than $3,000, the tax attributable to the 
adjustment cannot exceed the tax 
which would have resulted if the ad- 
justment had been included ratably in 
the taxable year of the change and the 
two preceding years. 


Example of advantageous treatment. 
The following illustrates an application 
in which an individual using the cash 
method changes to the accrual method. 
On January 1, 1954, he has inventory 
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and accounts receivable of $100,000. 
Upon correction of his 1954 return, 
either voluntarily or involuntarily, it 
would show the regular accrual basis 
income for 1954 plus the unreported 
$100,600 as additional income for 1954. 
The tax on this $100,000, under sub- 
section 481(b) can be computed as 
though $33,333 were taxable in’ 1954, 
1953, and 1952. 

Although the sub-section provides 
some relief, considerable pyramiding 
still remains in the three years in- 
volved. This is somewhat unfair since 
in most cases the inventories and ac- 
counts receivable are built up over 
long periods, perhaps 10 or 15 years, 
rather than 3 years. Seemingly, a more 
equitable proposal would allow recom- 
putation of the tax over the period the 
inventory and accounts receivable 
accumulated. This solution would pre- 
vent injustice in piling up the income 
in three high-rate tax years. 

Some might argue that a three year 
limitation should be mandatory since 
evidence of inventories and accounts 
receivable in prior years would be dif- 
ficult to obtain, records being lost or 
destroyed. However, this objection 
could be overcome by allowing tax re- 
lief only to the extent the taxpayer 
produces records showing the income 
should be spread over a longer period. 

If you have a client who is using an 
accounting method unacceptable to the 
Commissioner, you ought to make a 
decision right away what you are going 
to do about it. HR 8300 will permit the 
Commissioner to put into years be- 
ginning after 1953 income which was 
unreported in earlier years. If you don’t 
change for a year beginning before 
1953 the Commissioner will tax any 
income from an earlier year on which 
the statute has run. You have to decide 
what will happen here. If taxpayer 
chooses to make the change in a year 
beginning before 1954 his earlier unre- 
ported income could be bunched, or 
spread over the earlier years, because 
the Commissioner didn’t force the 
change. (Hughes, 22TC No. 1, Bau- 
man, 22 TC No. 2). However, the 
courts may hold no tax is due under 
the rationale of these two cases, on the 
ground that it makes no difference 
whether taxpayer voluntarily makes 
the change, or whether the Commis- 
sioner forces it. On the other hand, if 
the change isn’t made by the taxpayer 
effective for a year beginning in 1953 
or earlier, any income on which the 
statute had run will be taxable no 
matter who initiates the change for the 


year beginning after 1953. 

Sub-section 481(c) allows the Com- 
missioner to provide by regulation al- 
ternative methods for including the ad- 
justments required. By agreement of 
the Commissioner and the taxpayer, 
adjustments may be taken into account 
in any period. It is hoped that regula- 
tions will be promulgated to provide 
for averaging over longer periods than 
three years in cases where the tax- 
payer can produce records to justify it. 


What is basis on residence 
after involuntary conversion 


ON THE BASIS of a private ruling he 
obtained, James H. Larva, a CPA and 
attorney in Columbus, Ohio, offers 
these thoughts on how to establish the 
proper basis for residential real estate 
acquired as a result of an involuntary 
conversion. His examples are farm and 
residence properties, but they can be 
used as a guide for other business 
properties. 

The first example assumes 100 acres, 
with residence, barn, etc., at a cost of 
$50 per acre, buildings $10,000. All of 
the property is condemned, and pro- 
ceeds are $100 per acre, or $10,000 for 
the land and $15,000 for the buildings, 
a total gain of $10,000. The entire pro- 
ceeds are used to purchase another 
farm with residence and farm build- 
ings. There is no gain to be reported 
and the cost basis of the replaced 
property is $15,000, the same as the 
converted property. 

Assume that the replacement prop- 
erty costs $20,000. The proceeds being 
$25,000, gain of $5,000 must be reported. 
The cost basis of the replacement prop- 
erty is the same as the converted prop- 
erty, $15,000. 

Assume the same costs, and land and 
improvements. The converted property 
is only 50 acres without buildings. 
Proceeds are $5,000 for fifty acres and 
$1,000 severance damages to the re- 
mainder. Similar property is acquired 
for $5,000. The replacement property 
cost basis is $2,500. The $1,000 received 
for severance damages is applied to the 
remainder and is not subject to tax. In 
other words, the cost basis of the prop- 
erty not converted is $11,500 ($12,500 
minus $1,000). 

These properties were unencum- 
bered. Should the mortgage or other 
lien on the property be paid by the 
government, the amount must be added 
to the net proceeds to arrive at the 
sale price. 

Where farm property is converted, 
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there may be an occasion where the 
growing crops are an element of the 
price. Section 117 (j) states that where 
unharvested crops are sold with the 
land, the crops shall be considered as 
“property used in the trade or busi- 
ness.” In other words, unharvested 
crops become part of the land. 

Let us suppose that no land is ac- 
quired but that the government or a 
public utility, under threat of con- 
demnation, acquires a permanent ease- 
ment or right of way. Any amounts re- 
ceived for such rights are applied to 
the cost basis, and no part is subject 
to tax, except that amount which ex- 
ceeds the cost basis of the property. 
In other words, the property owner is 
entitled to recover all his cost before 
reporting gain. 

Where there is a partial conversion 
of land, the problem of apportioning 
cost of land and buildings arises. In 
this instance, an average cost per acre 
can be used, or an appraisal could be 
taken if all the land is not the same. 


Trouble arising from a 

dubious journal entry 

THE TAXPAYER FINALLY WON in the Af- 
tergood case, and the Commissioner 
has acquiesced (see below). But we 
wonder whether a good deal of the 
difficulty with the Commissioner arose 
out of a journal entry made when the 
taxpayer issued his personal note as 
security for the corporation’s debt. 
This entry wrote off the corporation’s 
debt and credited a donated surplus 
as given by the wife. The Court, of 
course, brushed aside the entry as not 
properly showing the taxpayer’s status 
as mere guarantor with the Corporate 
liability unchanged. 


New Decisions this month 


NEW DECISIONS HANDED DOWN during the 
past month affecting accounting for tax 
purposes are summarized below: 


RENTAL INCOME AND DEPRECIATION. In- 
come from rental of construction 
equipment for 1942 and 1943 accrued 
in 1943 when taxpayer’s title to the 
equipment was sustained.’ However, 
depreciation must be deducted in each 
year. S. P. McCall, TCM 1954-33. 

SALE OF RENTAL EQuIPpMENT. Since tax- 
payer rented as well as sold equip- 
ment, he is entitled to capital gain 
treatment, under Sec. 117 (j) on sale 
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of rental equipment. Receipts under 
lease-purchase agreements were pro- 
ceeds of sale; because of the size of 
the payments, the purchaser was ac- 
quiring an equity. S. P. McCall, supra. 


Business Bap Dest. Taxpayer was 
managing director and full-time em- 
ployee (but not a stockholder) of cor- 
poration of which his wife and broth- 
er-in-law were principal stockholders. 
He was allowed deduction, as a non- 
business bad debt loss, for the payment 
he made in respect of a defaulted bank 
loan of the corporation which he per- 
sonally had guaranteed, after the cor- 
poration became insolvent. George 
Aftergood, 21 TC 60, Acq. IRB, 1954- 
19, 4. 


Repairs. Taxpayer undertook exten- 
sive rehabilitation of rundown prop- 
erty and conversion of apartment 
house to rooming house. The contrac- 
tor separated improvements from re- 
pairs. The Court held that the amounts 
spent represent aggregate expendi- 
tures made by plaintiff pursuant to 
a plan of reconditioning, rehabilitating 
and converting the property and are 
capital items and not deductible. Only 
repairs after occupancy began are al- 
lowed. Hubble v. Kavanaugh, D. C. 
Mich., 3/17/54. 


ACCRUAL oF Bonus. It was the taxpay- 
er’s policy, as set out in By-Laws, to 
pay fishermen an annual bonus equal 
to stockholders’ dividends. However, 
OPA ruled that such bonus would be 
illegal. Consequently it was not paid 
or accrued on books in 1944 and 1945. 
The borius was accrued on books in 
1953. Held not allowable in 1944 and 
1945. “The taxpayer considered the ob- 
ligation, if any, to pay a matched 
bonus contingent upon permission 
from the OPA and allowance of a tax 
deduction.” Union Fisherman Cooper- 
ative Packing Co. v. Earle, D. C. Ore- 
gon, 4/28/54. 


Cost Recovery. Taxpayer, operator of 
a mausoleum, kept books on cash re- 
ceipts and disbursement method, took 
no inventories and applied proceeds 
of sale of crypts to unrecovered cost. 
Method allowed as fair and consistent. 
Harden v. Hinds, D. C. Okla., 3/26/54. 


PayMEents UNpER LEASE. Taxpayer on 
cash basis leased property and agreed 
to contribute to improvements to be 
made by tenant. One half of contribu- 
tion was to be made by credits against 
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rental payments due under lease. Held 
that amounts so credited were applied 
to satisfaction of taxpayer’s obliga- 
tion and must be included in taxable 
income. Isdore Brown, 22 TC No. 21, 
4/27/54. 


RESERVES FOR Back Fiuuinc. Tax Court 
was sustained in not allowing deduc- 
tion of 10¢ per ton of coal strip mined 
to provide for cost of required back- 
filling. Evidence does not show that 
this was a reasonably accurate esti- 
mate. [see also Mining Department. 
Ed.] Gregory Run Coal Co., CA-4, 
4/9/54. 


ComMPLETED Contract. Taxpayer, a 
building contractor using the com- 
pleted contract method, properly in- 
cluded profit in the year the units 
were “finally completed and accepted”, 
not the year they were substantially 
completed. Language of the Regula- 
tions was followed. Black v. Alsup, 
CA-9, 4/15/54. 


Recovery Exciusions. Taxpayer re- 
covered debts written off as bad in a 
prior year. In determining whether 
the charge off had resulted in tax re- 
duction, the return as filed and tactily 
accepted by the Commissioner must 
be used. Additional losses and exclu- 
sions which might have been claimed 
in that year cannot be used. First Na- 
tional Bank, 22 TC No. 27, 4/30/54. 


LiTIGATION ExpENse. The estate col- 
lected a share of partnership profits 
in 1944 on account of 1933 earnings. 
This was held to be 1933 income and 
assessment of tax thereon was barred 
by statute [see Partnership Depart- 
ment, Ed.] In 1944 the estate paid the 
expenses of the litigation. The Court 
followed Bingham v. U. S. (325 U. S. 
365) and allowed the expense in 1944 
as incurred in connection with the 
management of property. Goldberger, 
Estate, Comm. v., CA-3, 4/29/54. 


RECONSTRUCTION OF INCOME. Taxpayer 
conceded he had understated sales but 
contended that additional cosjs should 
be allowed. The District Court was 
sustained in its approval of the Com- 
missioner’s computation which had al- 
lowed some increased payroll costs. 
Taxpayer had no records and could 
prove no costs. Stayback, U. S. v., CA- 
3, 4/21/54. 


Gain ON CONDEMNATION. Cash basis 
taxpayer realized gain on property 


condemned by government in year 
judgment paid to him, not year of tak- 
ing. Nitterhouse v. U. S., CA-3, 10/- 
12/53, Cert. denied. 


InvENTORY. Music box manufacturer 
wrote down obsolete boxes he planned 
to convert. Allowed. He wrote off parts 
he considered unusable. Not allowed. 
In the next year, taxpayer found parts 
unusable. Here Tax Court upholds 
Commissioner who says writeoff should 
be charged in year in which parts were 
proved worthless. C-O-Two Fire 
Equipment Company, 22 TC No. 18, 
4/26/54. 


Liro. Current price indices for Lifo 
inventories are issued for department 
stores and variety stores. Rev. Rul. 
54-145, 


Bank Bap Dests. Banks are not per- 
mitted to use experience of bank from 
which loans were acquired to compute 
20-year moving average in determining 
allowable bad debt reserve. Rev. Rul. 
54-133, 


Bank Bap Dests. Banks may use any 
consecutive 20 years after 1927 for 
computing moving average of per cent 
of bad debt losses to loans. This is used 
in computing maximum allowable ad- 
dition in the year to reserve for bad 
debts. Mem. 54-55, Rev. Rul. 54-148. 


INCOME IN Respect OF DECEDENT. As a 
result of a suit for an accounting of 
partnership profits, estate of partner 
received profits earned in 1933 and 
also interest from 1933 to 1944. Al- 
though the profit was held taxable in- 
come of the partner in 1933, the inter- 
est is held income in 1944. The estate 
had a claim in equity, and in equity 
the allowance of interest is wholly dis- 
cretionary. Hence it could not be con- 
sidered accrued in year of death of 
partner (1936). [see Partnership De- 
partment. Ed.] Goldberger, Estate, 
Comm. v., CA-3, 4/29/54. 


Proper accounting prevails 

THE FACT THAT Harry M. Levin (21 T.C. 
112, 3/24) was not permitted to deduct 
in one year the full amount of an ad- 
vertising contract covering five years’ 
services in advance, seems to us to 
have only one moral: the judges of the 
tax court are not totally innocent in 
matters of accounting. We think Mr. 
Levin would have done violence to 
decent accounting procedures had he 
taken the total expense in one year. 








peer eee 





en ee a” 








— + wy 


~ ~~ &«&— 4A * St Se SA OO ll ee es UU 


~~ oe FA SMOUMRMUlUCU AO UlCMMDlCMOCOeF ~~ SS — — —- S ek oe 


ant & ah ht. 








—— 


TT aes aw 





THE TAXATION OF INDIVIDUALS 


Personal tax problems 


EDITED BY BENJAMIN HARROW, J.D., CPA 


What will HR 8300 mean 


to the individual taxpayer? 


NORMALLY ONE WOULD NOT wish to com- 
ment definitely on a proposed law, at 
least until it had passed the Senate, 
been ironed out in conference, voted 
on again by both houses and signed by 
the President. With such a momentous 
bill on the way to becoming a law this 
plan must be set aside. Too many of us 
feel the necessity of having some 
awareness of the nature of the changes 
being contemplated. Senate and con- 
modifications will not affect 
most of the provisions, certainly they 
will not alter seriously the aim or di- 
rection of new provisions. It is pro- 
posed therefore to comment generally 
on provisions affecting individuals that 
will probably become law. To the ex- 
tent that such provisions are later 
modified, further comment will be 
made in these pages. 

The impact of the proposed new in- 
ternal revenue code of 1954 has been 
terrific. The contemplated changes 
made to the former code run into the 
thousands. Many of them are so novel 
that there is a feeling of gloom among 
tax experts as they look forward to the 
prospect of having to begin learning 
the tax law anew. 


ference 


eal 


The normal tax and surtax are being 


combined in one tax table and will be 
applied to something called taxable in- 
come. This is defined in the new code 
as gross income less all allowable de- 


ductions, and the personal exemptions 
will be classified as deductions. The 
special treatment accorded partially 
tax-exempt interest, dividends, the for- 
eign tax credit will be handled as 
credits against the tax. 


A head of a family will receive the 
full income splitting benefits now given 
to a married couple, instead of only 
one half the benefits. A taxpayer will 
be entitled to the status of head of 


family even if the dependent does not 
live in the same home as the taxpayer. 
However the dependent must be within 
the relationship of parent, child, 
brother, or sister, although it may in- 
clude a deceased wife’s children and 
parents. 


The $600 deduction for a dependent 
may include a non-relative if he is a 
member of taxpayer’s household where 
he makes his home. In two situations 
the earnings’ test has been eliminated; 
in the case of a child under 19 years 
of age, and in the case of any child 
regardless of age who is a full time 
student at a regular school or college. 

A novel provision has been added to 
enable a taxpayer to take a credit for a 
dependent where several taxpayers 
contribute more than half the support 
of a relative. The taxpayer claiming 
the exemption must himself have con- 
tributed at least 10% of the support 
and the others must file a written state- 
ment that they will not claim the same 
person as a dependent. 


Dividends. For years the taxation of 
dividends has been under attack. It was 
charged that dividend income is sub- 
jected to double taxation. The proposed 
law offers abundant relief. It will come 
in two parts, first as an exclusion from 
income of $50 if received after July 
31, 1954 and $100 after July 31, 1955. 
For husband and wife filing a joint re- 
turn it will be double the amount. The 
second and more important provision 
is a credit against the tax of 5% of 
dividends received in excess of the ex- 
clusion after July 31, 1954 and a credit 
of 10% after July 31, 1955. There is a 
ceiling on the credit generally of 2% 
of taxable income for a taxable year 
ending before January 1, 1955, 7% for 
a taxable year ending before January 
1, 1956 and 10% for a taxable year 


ending after December 31, 1955. 

Granted that the taxation of divi- 
dends under the present code is in- 
equitable, the effect of the proposed 
provision is to give dividend income a 
preferential treatment that is unwar- 
ranted, compared with earned income 
for example. The provision is a contro- 
versial one. The Senate has its ear to 
the ground and the ground swell of 
voices speaking up on behalf of an in- 
crease in the personal exemption may 
affect the relief for dividend income. 

In the case of dividends received in 
securities or property other than money 
the credit will be based upon the ad- 
justed basis of the property even if the 
fair market value is greater, even if the 
fair market value is includible in 
income. 


Age 65 credit. An individual tax- 
payer who attains the age of 65 will 
receive a credit against the tax based 
upon retirement income. This is an 
elaborate provision entailing many 
computations. To be eligible for this 
credit the taxpayer must have received 
earned income in excess of $600 in each 
of 10 calendar years before the taxable 
year. A widow or widower would be 
entitled to the credit if the spouse had 
received such earned income. Retire- 
ment income is defined as pensions, 
annuities, interest, rent and dividends 
included in gross income. 

The maximum amount of retirement 
income eligible for the credit is $1,200. 
However this must be reduced by an- 
nuities received under the Social Se- 
curity Act, or similar payments ex- 
cluded from gross income. It must also 
be reduced by any earned income re- 
ceived during the year in excess of 
$900. Furthermore this credit may not 
exceed the tax reduced by the foreign 
tax credit, the dividends received 
credit, and the credit for partially tax 
exempt interest. It should be noted that 
the maximum credit under this pro- 
vision could be $240. 


Transportation. The new Code will 
allow a deduction for transportation 
expenses of an employee in determin- 
ing adjusted gross income instead of 
considering such expenses as part of 
the standard deduction. These expenses 
will cover expenditures incurred when 
the employee is not away from home 
and would include the expense of op- 
erating an automobile owned by the 
employee. Outside salesmen who so- 
licit business on full-time basis when 
away from their employer’s place of 
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business will likewise be allowed a de- 
duction. Periodic payments made in 
accordance with a written separation 
agreement will be allowed as a deduc- 
tion even though the agreement is not 
enforceable in the court of law. 


Annuities. The taxation of annuities 
has long been criticized as unrealistic. 
First because the amount taxable as 
income (3%) is too high and second 
because no provision is made in those 
cases where a taxpayer does not re- 
cover the entire cost of his investment. 
The proposed code breaks up the an- 
nuity payment into two elements, the 
portion to be recovered 
without tax and the income portion. 
The ratio of the amount invested in 
the annuity contract to the expected 
return under the annuity is to be es- 
tablished as exclusion ratio. The 
expected return will be determined on 
the basis of the life expectancy of the 
annuitant. The excludable portion will 
remain fixed even though the annuitant 
may die before or after his life ex- 
pectancy. If the annuity contract pro- 
vides for more than one annuitant, the 
life expectancy of the other annuitants 
is taken into account. 

The annuity provision includes also 
provisions for taxing proceeds of en- 
dowment life contracts. 
Where proceeds are received in a lump 
sum by the insured, the resulting tax 
may not exceed what it would have 
been if the proceeds had been received 
ratably over a period of three years. 
If the proceeds are received in install- 
ments, each installment will be taxed 
as an annuity payment. 


investment 


an 


insurance 


Employees’ annuities are specially 
considered. If the employer and em- 
ployee both contribute to an annuity 
and the amount receivable by the em- 
ployee over a period of three years is 
equal to or greater than his contribu- 
tions, all amounts received under the 
contract are excludible from gross in- 
come until the employee has recovered 
his contributions. This is the pre-1932 
treatment that was in effect for all 
annuities. Thereafter all payments are 
taxable. 


Prizes. There is a new provision for 
the taxing of prizes and awards. Gen- 
erally, they will all be taxed. This 
part of the proposal is intended to 
overrule the Pot O’Gold case and the 
Ross Essay Contest case. An exception 
is made for prizes and awards made 
primarily in recognition of religious, 
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charitable, scientific, educational, ar- 
tistic, literary or civic achievement. To 
come within the exception, the recip- 
ient of the prize must be selected with- 


out any action on his part to enter the 
contest and he must not be required to 
render substantial future services as a 
condition to receiving the prize. 





Texas tax man advises caution on 


cattle tax-saving schemes 


WE'VE BEEN INTRIGUED by the talk, some 
of it loose, about how any ordinary 
mortal can put a few thousand dollars 
into a kind of syndicate-cattle-raising- 
operation and reap all the tax benefits 
usually associated with the big cattle 
operator. There’s so much talk about 
this that we thought we might check 
into it for you. 

First, we clipped an ad in the Wall 
Street Journal which offered the deal, 
then we sent the prespectus of the 
cattle man to a tax-wise friend in the 


cattle country of Texas for his 
comments. 
The proposition looks like this. 


Here’s what the syndicate manager 
sent us when we answered his ad. 

“The raising of beef cattle offers 
possibilities of profit to people of all 
rank. It is a sensible choice for one 
who wishes to put salary or other in- 
come to work in building substantial 
capital values. In particular, it affords 
a means of utilizing tax dollars to meet 
the expense of building up the value 
of a herd by propagation and growth. 

“The growth factor is great and may 
be used to create a fortune out of rela- 
tively small yearly expenditures for 
operating cxpense, this item being de- 
ductible from income in tax reports. 
Following the purchase of 100 head of 
cattle, the herd may be expanded by 
expense money as follows: 


Year of Operation Cattle in Herd 


Start 100 
First 100 
Second 180 
Third 250 
Fourth 360 
Fifth 520 
Sixth ° 730 
Seventh 1070 
Eighth 1500 


“Heifer calves are purchased at 
around six months of age. They are 
bred at 18 months delivering calves 
soon after they are two years old. For 
maximum gain, steer calves are traded 
for heifer calves. 

“You don’t need to invest in land, 


buildings, or equipment. You have no 
work to do, no business headaches, and 
no annoying paper work. You do not 
need to even see the herd though, of 
course, you will be welcome to drop in 
anytime. We will be glad to see you. 
If you care to rough it, we can put you 
up. Otherwise, you will find a good 
motel a few miles away. If you care to 
fork a bronc, you may spend a couple 
of hours getting a closer look at 
thinss. It is over a mile and a half 
from one end of our land to the other. 


“Cattle investment plan. We offer a 
simple investment plan which takes 
into account all items of the project. 
The input per year is made uniform 
and expansion of the herd takes place 
over as many years as the investor may 
wish to contribute. The herd may be 
started on a modest scale of 7 or 14 
or on a substantial scale of 50 or 100 
initially. 

“The primary plan of investment 
calls for the purchase of 14 head of 
cattle for approximately $1,000 and the 
operating expenditures of $1,000 per 
year for a selected number of years. 
Assuming the investment continued for 
12 years, the herd would grow to 266 
head worth approximately $32,300 at 
the same price per pound as at the 
start of investment. But you can stop 
investing any time, cash in, let the 
herd develop at its own expense, or 
draw an income from it. The cost of 
the proposal is tabulated for the in- 
vestor paying the indicated tax on the 
last thousand dollars of his income: 


Invesior’s tax bracket 40% 60% 80% 
Capital Investment $1,000 $1,000 $1.000 
Gross Expenditures (yr.) 1,000 1,000 1,000 
Net Cost to Investor 

per year 600 400 200 
Total Net Cost (12 yrs.) 8,200 5,800 3,400 
Value of Herd (12 yrs.) 32,300 32,300 32,300 
Net Gain 

(after 26% tax) 17,900 19,600 21,400 
Average Gain per year 1,490 1,630 1.780 
Compound Int. Rate 

(gain) (12 yrs.) 15% 18% 22% 
Compound Int. Rate 

(gain) (4 yrs.) 15% 23% 30% 


Under this plan, cattle are identified 
by marking for each investor. Purchase 
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price (67 to 74 per head currently) and 
date of purchase appear on all sales 
slips. Each herd is a separate unit; 
acreage is assigned and all operating 
costs are recorded. For tax purposes, 
an itemized list of expense is for- 
warded to each investor, for transfer to 
his income tax form. 

“This procedure involves use of the 
value of a portion of the calves to help 
carry expenses after the fourth year. 
The following growth figures are nomi- 
nal; somewhat higher figures may be 
obtained. These are tabulated as a 
guide for the investor. The numbers 
may be extrapolated for a larger herd 
or for one starting with seven head. 


Start 14 head 

ist year 14 7th yr. 101 
2nd year 24 8th yr. 122 
3rd year 36 9th yr. 150 
4th year 55 10th yr. 181 
5th year 69 llth yr. 220 
6th year 84 12th yr. 266 


“We will guarantee growth figures to 
the extent of 85% of these numbers of 
cattle in consideration of ten per cent 
of the gross expenditures, this being 
$100 per year (subject to tax reduc- 
tion) in the cited plan. This insurance 
is optional as regards the investor and 
may be exercised at the beginning of 
the plan. Further, we grant the in- 
vestor withdrawal privilege during the 
third and fourth years. On assignment 
of his cattle rights to us, we will pay 
him the principal of the amount he has 
invested with us. Thirty days’ notice 
may be required to liquidate in this 
manner. At this time, we cannot see 
our way clear to commit our pastures 
beyond eight years; however, we feel 
quite certain that we could work out 
any required period two or three years 
in advance. 

“We present our calculations of in- 
come resulting from building up a herd 
and allowing it to remain at a fixed 
number while selling off the gain each 
year. By this plan, the income beyond 
cost of operation is paid annually to the 
investor. We tabulate this income in 
terms of interest on the amount in- 
vested. 

On Last 1000 of Income 
During Build-Up Years 


Investment Income 20% 30% 40% 60% 
During Starts tax tax tax tax 
4 years Sth year 20% 21% 23% 27% 
6 years 7th year 22% 23% 25% 31% 
8 years 9th year 26% 27% 29% 37% 
10 years 11th year 30% 32% 34% 44% 

12 years 13th year 36% 38% 40% 53% 


“As an example, an investor in the 
40% tax bracket elects to start with 14 


head of cattle. He pays $1,000 for the 
initial herd and $1,000 per year gross 
(400 of which are “free tax dollars”) 
yearly for six years making the total 
net cost $4,600. His herd then has 84 
head. The investor pays no more. The 
herd is run for a year at the end of 
which all cattle above 84 are sold. For 
the respective years, the number sold 
for investor’s account would be 8-10, 
11-13, 17-29, 24-28, 34-40. The corres- 
ponding amount above expenses is cal- 
culated to be $1,440 gross or $1,152 
after 20% capital gain tax. It could be 
greater. The percentage yield of $1,152 
on $4,600 is 25% (after taxes) which 
may be realized over ensuing years. 
It is common to cull cattle from a 
breeding herd. A little less than 15% 
of yearlings or older would be sold at 
the end of each year for the investor’s 
account. The quality of the herd would 
be continuously improved. By the 
method of this example, a monthly in- 
come of about $95 appears obtainable. 
Similarly, investing through ten years 
instead of six would yield a monthly 
income of around $200. At any time, 
the herd could be liquidated on a 
one week notice, hotvever, we strongly 
recommend that it be built up during 
four years and that the investor then 
decide whether to sell it, let it ride 
without further investing, or continue 
to invest in it to build up a larger 


herd.” 


Evaluation of plan by tax man 
OUR FRIEND IN TEXAS (who does quite a 
lot of ranchers’ accounting and tax 
work) tells us that anyone who gets 
into the cattle business, either through 
this kind of deal or any other, better 
keep in mind that the price of live- 
stock is mighty unpredictable, and so is 
the production of animals. The pro- 
jections offered by the syndicate are 
based on assumed production and 
prices. Take your choice whether you 
think they will go up or down and 
adjust your predictions accordingly. 
“It is difficult for me to under- 
stand”, he says, “how an investor could 
acquire 14 head of six months old 
heifers and have 24 head at the end 
of the second year and 35 head at the 
end of the third year, etc. If the heifers 
were bred at 18 months and produced 
a calf when they were two years and 
three months old, it might theoretically 
be possible to have 10 calves the second 
year, but not probable. Perhaps on lush 
feed conditions it would be possible to 
consistently breed 18 months old heif- 
ers and produce 75 or 80% calf crops, 
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but not in our section of the country. 
It is normal here to breed the heifers 
when they are two year olds and pro- 
duce their calf just before they are 
three years old. To breed them earlier 
is rather a hazardous undertaking. 

“In addition, how is the syndicate 
going to realize any financial gain for 
itself out of such a proposition? It 
seems to me that it must come out of 
the $1,000 expense fee paid by the in- 
vestor each year, whereas in my opin- 
ion it would be doubtful that the $1,000 
will be sufficient even to pay the over- 
head. If an election is made to let the 
herd accumulate say for ten years, at 
the end of this period, if the theory 
proves out, the inventory will be 181 
head whereas he began with only 14 
head. I should dislike very much to 
maintain 181 head of cattle for a year 
on $1,000, and hope to realize anything 
for management fees. 

“As to the tax angle, should the 
theory prove out, no doubt favorable 
tax benefits would result. On the other 
hand, the suggestion is made that steer 
calves be traded for heifer calves, 
which would have to be done if the 
herd is to grow as predicted. If this is 
done, the fair market value of the steer 
calves would be subject to ordinary tax 
because such a transaction does not 
involve a tax free exchange of like 
property. Even though it be true that 
one can exchange breeding animals for 
breeding animals without it being a 
taxable exchange, it does not follow 
that steers which are held for sale 
can meet the test. 

“Furthermore, as I understand the 
proposal, if one elects to receive the in- 
come from an established herd, cer- 
tainly all of the income will not receive 
the benefits of capital gains tax which 
the prospectus seems to imply. In other 
words, only those animals which con- 
stitute a part of the breeding herd may 
meet the capital gains test.” 


SO, MAKE YOUR OWN DECISION. If you 
want to bet on cattle production and 
prices, you’re no worse off than the 
man who bets on stock prices. The tax 
advantage is there, but not quite as 
big as is believed by some. 


New Decisions this month 


NEW DECISIONS HANDED DOWN during the 
past month affecting the field of per- 
sonal taxation are summarized below: 


Sate or Resipence Lot. Gain on sale 
of lot on which taxpayer’s residence 














ie 


THE JOURNAL OF TAXATION * 


was located is not recognized to the 
extent the proceeds are invested in 
a new lot, moving old house, erecting 
foundations, etc. Rev. Rul. 54-156. I. 
R. B. 1954—19,5. 


INFORMATION Returns. Gambler ac- 
quitted on failure to file information 
returns. Government failed to prove 
that payments were income not capi- 
tal. Carroll, U. S. v. D. C. Mo., 1/7/54. 


Guam. Withholding of territorial in- 
come tax on income from _ sources 
within Guam upheld. Laguana v. An- 
sell, CA-9, 4/15/54. 


CooperATIVE ‘‘RETAIN’’ CERTIFICATES. 
Cooperative marketing association de- 
ducted from proceeds due taxpayer for 
crop sales a reserve for operating cap- 
ital, represented by non-interest-bear- 
ing certificates. The Court found these 
had no fair market value and were not 
includible in income. Mary Grace 
Howey, TCM 1954-19. 


Growers COOPERATIVE. 
not receive taxable 
growers cooperative 
bearing certificates representing his 
share in its reserve. The reserve con- 
sisted of the excess of its total market- 
ing charges over its operating ex- 
penses. The taxpayer could receive 
payment only on certain contingencies, 
which did not occur. Tax Court re- 
versed. Caswell Estate v. Comm., CA- 
9, 4/1/54. 


Taxpayer did 
income when 
issued interest- 


PARTNERSHIP OR TENANCY IN COMMON. 
The court determined that the rela- 
tionship between taxpayer and an- 
other was that of tenants in common 
in certain real estate which was be- 
ing subdivided and sold in lots through 
a trustee. The sale by taxpayer of his 
interest to co-tenant was not sale of 
partnership interest and gain was not 
capital gain. Coffin v. U. S., D. C. 
Ala., 4/5/54. 


MortcaceD Property. Taxpayer’s 
property was condemned by the city. 
A separate award was made to holder 
of a mortgage which the taxpayer had 
not assumed. The Tax Court had held 
that the payment to the mortgagee is 
not to be included in proceeds of the 
involuntary conversion to determine 
whether the proceeds have been in- 
vested in similar property. Tax Court 
reversed, the payment to mortgagee 
must be so included. Fortee Proper- 
ties, Inc., Comm. v., CA-2, 4/5/54. 
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Non-Business Bap Dest. Taxpayer 
had sold his stock back to the corpora- 
tion for corporate note endorsed by 
another stockholder. The corporation 
failed and suit against the endorser 
was lost. Court held the loss was al- 
lowable only as non-business. Bell v. 
Uv. mo, w& C. Pa: 575k 


Capitat Assets. Jury found attorney 
not liable for additional tax on sale of 
real estate reported as capital gain. 
Government had claimed the property 
was held for sale in business. Nelson 
v. Tomlinson, D. C. Fla., 4/14/54. 


CapiraL Assets. Partnership which 
was formed to acquire art objects as 
an investment is held to have actually 
held them for sale to customers. It 
made frequent, continuous and prompt 
sale. Hollis v. U. S., D. C. Ohio, 
3/19/54. 


INHERITED PROPERTY SUBJECT TO LEASE- 
HOLD. Heir not allowed to depreciate 
inherited building which was subject 
to a 99-year leasehold (longer than 
useful life of building). Nor was he 
permitted to amortize part of basis of 
property which was claimed to repre- 
sent value of leases providing very 
favorable rentals. Moore v. Comm. 
CA-9, 10/12/53. Cert. denied. 


LIQUIDATING DISTRIBUTION. Distribu- 
tion in liquidation of corporation tax- 
able as capital gain; negligence pen- 
alty upheld since taxpayer did not 
prove that taxability of omitted in- 
come was controversial. Kendall A. 
Young CA-4, 12/9/53, Cert. denied. 

License v. Sate. Professional golfer 
by contract gave right to use his name 
as a trademark for a term of years for 
compensation based on sales. Held 
that this was a license and amounts 
received were ordinary income. Thom- 
as D. Armour, 22 TC No. 24, 4/30/54. 


TRANSFEREE LIABILITY ON INSURANCE 
Proceeps. The decedent had been 
solvent prior to his death, but the es- 
tate was insolvent. The government 
attempted to hold the decedent’s wife 
liable for unpaid income taxes because 
she received proceeds of an insurance 
policy. She had been beneficiary of 


the policy for fourteen years, and the 
policy had no cash value prior to 
death. The Court holds that the fail- 
ure of husband to change the benefi- 
ciary was not a voluntary transfer 
such as creates transferee liability. 


Tax Court reversed. Tyson v. Comm., 
CA-6, 4/28/54. 


Autrmmony. Payments made in accord- 
ance with agreements subsequent to 
divorce allowed as deductible alimony. 
The Court considered that the instru- 
ment was incident to the status of di- 
vorce. Newton v. Pedrick, CA-2, 
4/28/54. 


Expenses Away FroM Home. Baseball 
players, trainers, and managers en- 
gaged in that business only, may de- 
duct cost of travel, meals, and lodging 
while away from the “club town”. 
Those engaged in another trade or 
business in addition to baseball may 
deduct such expenses when away from 
their principal place of business. The 
factors in determining whether the 
“club town” or the city of the other 
business is principal are: time spent at 
each, degree of activity, financial ret- 
turn. Rev. Rul. 54-147. 


Savincs Bonps. Interest income on 
Series E Savings Bond issued to co- 
owners is taxable to each co-owner in 
proportion to his share of original cost 
(or donor’s share if co-owner acquired 
it by gift). Rev. Rul. 54-143. 


INVOLUNTARY ASSESSMENTS. Bank stock- 
holder cannot deduct them in year 
paid. They are additional cost of stock 
which was not shown to be worthless. 
Estate of C. L. Hayne, 22 TC No. 17, 
4/26/54. 


War Damace. Taxpayer, a resident of 
the U. S., owned a building in Austria. 
It was confiscated in 1941, damaged by 
bomb in 1944, and restored to taxpayer 
in 1945. Operating loss for 1944 and 
carrybacks and carryforward of un- 
used portion permitted. No opinion. 
Reiner v. U. S., D. C. Ill., 3/31/54. 


Emp.LoyEe ANNuitTy. Cost of annuity 
purchased for retired vice president 
represented taxable income to him. 
Tax Court affirmed. Gott v. Comm., 
CA-2, 4/27/54. 


Bap Dests. Taxpayer made a loan to 
another with whom he shortly there- 
after formed a corporation. The Court 
found this loan was to allow debtor to 
drill for oil on property adjacent to 
corporation’s. Court found loss on 
note to be a business bad debt since 
the taxpayer was actively engaged in 
oil business. Gliptis v. U. S., D. C. 
Ala., 4/7/54. 
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MepicaL Expense. Cost of elevator in- 
stalled in home is not a medical ex- 
pense since it was installed to make 
taxpayer’s life more pleasant and inter- 
esting, not to relieve his paralytic con- 
dition. Estate of C. L. Hayne, 22 TC 
No. 17, 4/26/54. 


TraveL. Truck driver lived in city in 
which most of his trips terminated but 
company considered another as “home 
terminal”. Expense while away from 
“home terminal” not allowed. Ernest 
Huddleston, TCM 1954-16, 4/26/54. 


TELEPHONE. Only half of expense of re- 
quired phone allowed in absence of 
proof that it was used only for business. 


Ernest Huddleston, TCM 1954-16, 4/ 
26/54. 


Divorce. Community Property settle- 
ment agreement incident to divorce 
held taxable purchase and sale. Jessie 
Lee Edwards, 22 TC, No. 10, 4/16/54. 


Divorce. The basis of assets held by 
the husband of the taxpayer in the 
above case determined. Failure to file 
estimated tax found wilful. Gordon R. 
Edwards, TCM 1954-11, 4/16/54, 


Atimony. Wife is taxed on full amount 
allowed for support of herself and 
children although previous separation 


agreement had divided total into part 


for alimony and part for support of 


children. Henrietta S. Seltzer, 22 TC 
No. 26, 4/30/54. 
Aurmony. Decree of divorce in 1946 


was modified in 1950 to provide that 
payment to wife is for support of chil- 
dren. It was found to be correction of 
error in original decree, and, not being 
alimony, wife is not taxable on the 
payments. Velma B. Vargason, 22 TC, 
No. 13, 4/22/54. 

Atrmony. Tax Court holds alimony 
taxable income to divorced wife under 
the Sixteenth Amendment. Daisy M. 
Twinam, 22 TC, No. 13, 4/22/54. 


Farture To Fiz. It was “reasonable 
cause” for divorced wife to fail to file 
return when she had been advised by 
attorney who drew separation agree- 
ment and secured divorce that alimony 
was tax free, and his opinion was con- 
firmed by tax counsel. Daisy M. Twi- 
nam, 22 TC, No. 13, 4/22/54. 


Oprratinc Loss. Operating loss under 
Oklahoma law is community loss and 


only one half can be carried back to 
prior year separate return. Leases 
acquired prior to date of community 
property law are separate property 
and full loss on them can be carried 
back. W. O. Allen, 22 TC, No. 11, 
4/20/54. 


TRANSPORTATION. Transportation tax is 
applicable to tickets between two U.S. 
points purchased after April 30, 1954, 
in Canada or Mexico by U.S. resident 
who would normally purchase these 
tickets in U. S. even though he also 
purchases tickets from Canada or 
Mexico to U. S. starting point. Rev. 
Rul. 54-141, 


CicaretTe Tax. Massachusetts cigarette 
tax, as amended in 1953, is imposed on 
consumer and deductible by him. Rev. 
Rul. 54-132. 


DEPENDENTS. Dependency credits dis- 
allowed to father who contributed to 
support of children, because he failed 
to prove that he provided over half of 
their support. He did not show ex- 
penditures by mother and her present 
husband with whom they lived, hence 
did not establish total amount so spent. 
Edward J. Blondsey, TCM 1954-6, 
4/13/54, 


IncomME OF DEPENDENT. Tax Court 
holds that a claimed dependent was a 
tenant-in-common of real property, 
and that her share of gross income 
from property is her gross income. 
Taxpayer had claimed that dependent 
was a partner and her gross income 
was her share of the net income from 
the property. Lena Hahn, 22 TC No. 


28, 4/30/54. 


DeEPENDENCY. Taxpayer allowed cred- 
its for children living with divorced 
wife. Total spent was proved by wife 
and taxpayer proved his contribution 
was more than half. Vernon W. Ren- 
nick, TCM 1954-17. 


Acquiescences 


THE COMMISSIONER of Internal Revenue 
announces that he acquiesces in the 
following cases: 


Aurmony. Taxpayer’s husband had been 
paying $150 a month under court de- 
cree —$100 alimony, $50 support for 
child. Upon entering child in boarding 
school, for which he paid, he reduced 
total payment to $100 without court 
order. Tax Court held that only $50 
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was taxable alimony. Martha J. Blyth, 
21 TC, No. 31, Acq. IRB 1954-16,5, 


Atrmony. Divorced wife not taxable on 
payments made under separation agree- 
ment. The agreement was not incor- 
porated in the subsequent divorce de- 
cree. Francis Hamer Johnson, 21 TC, 
No. 42, Acq. IRB 1954-15,5, 


Loss on SALE TO CONTROLLED Cor- 
PORATION. Taxpayer’s loss on sale to 
membership non-profit corporation was 
not disallowed by Sec. 24(b) (1) (B), 
which states control in terms of own- 
ership of shares and is therefore not 
applicable to sales to corporation with- 
out shares. Jacob M. Kaplan, 21 TC 
No. 16, Acq. IRB 1954-15,5. 


ENTERTAINMENT EXPENSE. Taxpayer, a 
doctor engaged in industrial medicine, 
was allowed 25% of claimed entertain- 
ment expense and 25% of maintenance 
and depreciation on cabin cruiser. The 
Tax Court disallowed lunches at busi- 
ness meetings, gifts to hospital em- 
ployees and attendants, gifts to medical 
associates, etc. on the ground that they 
were presumptively personal. Richard 


A. Sutter, 21 TC No. 20, Acq. IRB 
1954-15,5. 


Non-Acquiescences 


THE COMMISSIONER of Internal Revenue 
announces that he does NOT acquiesce 
in the following cases: 

Stock ASSESSMENT. Assessment on 
bank stock after surrender of worth- 
less shares held ordinary loss. Legal 
fees in hiigation on that liability also 
deductible. Adam Meldrum & Ander- 


son, 19 TC 1130, Nonacq. IRB 1954- 
17,6. 


INSURANCE ON Destor. Premiums on life 
insurance on debtor’s life held deducti- 
ble even though debt had been written 
off and policy had cash surrender value. 
On appeal Fourth Circuit. Charleston 
National Bank, 20 TC 253 Nonacq. IRB 
1954-17,6, 


Attmony. Divorce decree had provided 
for weekly payments for alimony and 
support of child. Twelve years later 
the decree was retroactively reformed 
to read that payments were for sup- 
port. Tax Court held that original de- 
cree was in error, and payments were 
not includible in income. Margaret 
Rice Sklar, 21 TC No. 39, Nonacq. IRB 
1954-15,5. 














TAX CONSEQUENCES OF 


Corporate organization 
and distributions 
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Tarleau sees many difficulties in 


Subchapter C of new tax law 


“ONE OF THE MOST IMPORTANT PARTS of 
the new Code,” says Thomas N. Tar- 
leau, “from the standpoint of its effect 
on business, is Subchapter C of Chap- 
ter I “Corporate Distributions and Ad- 
justments”. In this area there has been 
a practically complete and an ex- 
tremely drastic rewriting of the pro- 
visions of existing law.” 

Mr. Tarleau made these observations 
while testifying before the Senate Fi- 
nance Committee last month on behalf 
of the Section of Taxation of the Amer- 
ican Bar Association. In addition to 
being Chairman of the Section, Mr. 
Tarleau, who is one of the country’s 
most respected tax lawyers, is a part- 
ner of Willkie, Owen, Farr, Gallagher, 
and Walton, New York law firm. 

Mr. Tarleau quotes the House Com- 
mittee report that “Existing law with 
respect to corporate distributions, liq- 
uidations, mergers, consolidation, sep- 
arations and other transactions is so 
confused that taxpayers cannot plan 
transactions with a degree of cer- 
tainty.” 

This to a very large extent is a just 
criticism of existing law, he continued. 
The Committee report then goes on to 
state three basic objectives in the re- 
vision of present law: First, to make 
the law more certain; second, to post- 
pone recognition of gain or loss in 
cases which involve merely shifts in 
the form of the corporate enterprise 
and do not involve any distribution of 
assets to shareholders, and, finally, to 
close a number of tax avoidance possi- 
bilities that now exist. With these ob- 
jectives, the American Bar Association 
is in complete accord. 


Doubts that bill achieves stated pur- 
pose. We have examined the provisions 
of Subchapter C with these purposes 
in mind and have grave doubt as to 
whether they achieve their stated pur- 


poses. Our criticism should not be 
deemed a denial of the necessity for 
statutory revision in this field. It must 
be borne in mind, however, that this 
is one of the most technical and dif- 
ficult areas in the whole field of Fed- 
eral taxation and one in which revision 
must be made with the utmost care lest 
more harm be done than good ac- 
complished. 

Our examination of the Bill leads us 
to suggest a considerable number of 
changes which we think necessary be- 
fore Subchapter C should be adopted. 


Discrimination Against 


Small Corporations 

We think it should be pointed out 
that the provisions of Subchapter C — 
probably unintentionally but neverthe- 
less quite definitely —discriminate 
against the small privately-held cor- 
poration. 

For example, a typical situation that 
confronts a small business corporation 
is the following: A and B go into a 
corporate enterprise and own common 
stock equally. The corporation needs 
further financing but it is too small 
and new to get public financing. B 
agrees to put the corporation in funds 
by buying preferred stock. 

Under the proposed Code, this nor- 
mal method of financing small corpora- 
tions is virtually precluded. The reason 
is that under Section 302 of the Bill, 
if the corporation should redeem, in 
the example given, B’s preferred stock 
while he still holds his 50% of the 
common stock, the amount he gets in 
repayment of his preferred stock is 
treated as a dividend. In a large cor- 
poration that can sell preferred stock 
to the public, the limitation imposed 
by Section 302 may not be of serious 
consequence because the preferred 


stock can be redeemed without divi- 
dend tax consequences. For the small 


corporation, which looks to its common 
stockholders for preferred stock financ- 
ing, this section is a serious roadblock 
because of the dividend tax conse- 
quences of redemption of the preferred. 


Statutory mergers «nd consolidations. 
Another example c' this discrimina- 
tion against small, privately-held cor- 
porations appears in the provisions re- 
lating to statutory mergers and con- 
solidations and corporate acquisitions 
of stock and property. Existing law 
permits statutory mergers and con- 
solidations to be consummated without 
recognition of tax on either the cor- 
porations involved or to their share- 
holders. Under Section 354, the rule of 
existing law is continued for publicly- 
held corporations. However, if one or 
both of the two corporations is not 
publicly-held, these transactions will 
not be tax-free under Section 354 un- 
less the conditions of Section 359 are 
met. These conditions require that, in 
mergers, consolidations and corporate 
acquisitions of stock or property, the 
shareholders of the acquired corpora- 
tion must own at least 20 per cent of 
the stock of the acquiring corporation 
immediately after the transaction. This 
rule would effectively prevent tax-free 
amalgamation of two corporations in a 
case where one of the corporations is 
less than one-fourth the size of the 
other. It would greatly restrict the op- 
portunities now available to owners of 
small, closely-held corporations to 
merge or consolidate with larger cor- 
porations, for business reasons not con- 
nected with tax avoidance. 


Curtailment of net-operating-loss 
carry-over. A third example of dis- 
crimination against small, privately- 
held corporations appears in Section 
382, under which the net operating loss 
carry-over of any company which is 
not publicly-held would be curtailed 
if 50% of the stock of that company 
were transferred during the taxable 
year. This restriction does not apply in 
the case of a publicly-held corporation. 

The term “publicly-held” as defined 
in these provisions should not be con- 
fused with the customary layman’s 
view that this means a corporation 
whose stock is listed on a stock ex- 
change. Actually under the definition 
many corporations whose stock is listed 
on the stock exchange would not be 
“publicly-held” corporations. On the 
other hand, many corporations whose 
stock is not listed on a stock exchange 
would be deemed publicly-held. A 
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question is raised as to whether the 
term “publicly-held. corporation” as 
used in the Bill, is adequately de- 
scriptive of the type of corporation in- 
tended to be so classified under the 
Bill. 


Preferred Stock Bail Outs 


Another area of extreme importance 
in the Bill is that dealing with the so- 
called preferred stock “bail out”. A 
typical bail out transaction is the fol- 
lowing. An individual owns all the 
common stock of a corporation which 
has large accumulated earnings. He 
does not wish to pay the surtax rates 
on a cash dividend. He therefore causes 
the corporation to issue a non-taxable 
preferred stock dividend for the amount 
of the corporation’s cash. He then sells 
the preferred to a third party and 
shortly thereafter the preferred is re- 
deemed. In effect, he has had ordinary 
income at the cost of a capital gain tax. 

Under Section 309 of the proposed 
Code the transaction would be treated 
as follows: There would be no income 
to the shareholder on receipt of the 
preferred. The shareholder would be 
taxed at capital gain rates on sale of 
the preferred. The corporation would 
pay an excise tax of 85% on the 
amount paid by it to redeem the pre- 
ferred. This excise tax would apply to 
any redemption within 10 years after 
the stock was issued. 


The loophole is probably still open. 
There is a serious question whether 
Section 309 would close the loophole. 
The result might well be to set up a 
definite, approved pattern of conduct 
which, if followed by taxpayers, would 
assure the successful operation of the 
bail out transaction. It would only be 
necessary to defer the redemption of 
the stock for a period of 10 years after 
its issuance, a small price to pay for 
the very substantial tax savings to be 
accomplished. And it is only the re- 
demption which would need to be de- 
ferred. The sale at capital gain rates 
could take place at any time. 

Moreover, the 85% transfer tax op- 
erates without any regard to whether 
or not a bail-out has actually taken 
place. For example, even if the pre- 
ferred stock which is being redeemed 
was issued out of a paid-in surplus 
account and not out of earnings, the 
tax would apply. Furthermore, Section 
309 provides that preferred stock out- 
standing on January 1, 1954, is deemed 
issued on that date for the purposes of 


Section 309, however long before that 
date it may actually have been issued. 

Consequently, it is quite possible 
under Section 309 that for the next ten 
years excise taxes would be imposed 
on the redemption of preferred stocks 
which were not bail outs at all, and 
which may have even been subject to 
dividend tax in the hands of share- 
holders when issued. 

It also should be pointed out that 
Section 309 does not, because of cer- 
tain exceptions to its application, apply 
even in certain situations when the 
preferred stock is sold and redeemed 
within a ten-year period. Because of 
the apparent exception in Section 309 
for those redemptions which are treated 
as dividends, it is easily possible to so 
arrange transactions that the redemp- 
tion from the purchaser of the pre- 
ferred stock is a dividend. When the 
purchasers are corporations, the inter- 
corporate dividend of 7.6% is the only 
tax imposed on anyone. 


Taxes wrong person. Obviously, Sec- 
tion 309 is a tax on the wrong tax- 
payer and for that reason alone its 
results are bound to be irrational. The 
taxpayer who is benefited by the bail 
out is never subjected to tax except 
possibly indirectly through the cor- 
poration. The tax penalty on the cor- 
poration will be unfair to its minority 
stockholders and new stockholders. In 
our opinion, Section 309 is not the 
proper way of meeting this problem. 
If a preferred stockholder has in effect 
received ordinary income under the 
guise of a capital gain, the remedy is 
to tax him at ordinary income rates 
and not to impose a penalty tax on the 
corporation. For that reason we recom- 
mend that the approach of Section 309 
be abandoned, and that a provision 
taxing the shareholder at ordinary in- 
come rates be substituted. 


Pro-rata Partial Liquidations 


The problem of pro-rata partial 
liquidations is covered by Section 336 
of the Bill. This is an admittedly dif- 
ficult problem. Liquidation of stock 
interests should be given capital gain 
or loss treatment unless such liquida- 
tions are disguised dividends, in which 
case they should be taxed as dividends. 
The present law in this area is in a 
state of considerable confusion and the 
Bill commendably attempts to lay down 
some definite rules. 

Section 336 permits capital gain 
treatment of pro-rata distributions in 
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partial liquidation only if the distri- 
bution is attributable to the termina- 
tion of one of at least two businesses, 
and if for at least 5 years immediately 
preceding the distribution, the books 
and records for the terminated busi- 
ness were maintained separately from 
the books and records covering the 
other business or businesses of the 
corporation, and if such terminated 
business has been operated separately 
from the other business or businesses 
of the corporation. 

The question has been raised whether 
it is equitable to define partial liquida- 
tions that are not dividends in such a 
narrow and restricted manner. For 
example, let us assume the case of a 
corporation that has two warehouses, 
one in Washington and one in Rich- 
mond. The Richmond warehouse burns 
down and the corporation decides that 
the insurance proceeds are not needed 
in the business since it intends to carry 
on with only one warehouse. There is 
considerable doubt whether the distri- 
bution of those insurance proceeds in 
cancellation of part of the stock should 
be taxed as a dividend any more than 
the distribution of the proceeds of 
liquidation of one of two separately con- 
ducted businesses. Both are the result 
of a business curtailment and a con- 
sequent reduction of the capital needs 
of the corporation. 

Would it not be more logical to give 
the benefits of the pro-rata partial 
liquidation provisions to all cases 
where there has been an actual busi- 
ness curtailment and a consequent re- 
duction of the capital needs of the 
business? 


Consolidated Returns 


The problem of reporting for tax 
purposes the transactions between a 
corporation and its subsidiaries is a 
complicated one. In the past, it has 
been taken care of by enacting certain 
standards in the Code, and delegating 
to the Internal Revenue Service the 
authority to make regulations with re- 
spect to the many details which must 
be covered. 

These regulations have now been 
bodily written into the new Code. We 
have no particular objection to the 
provisions of the present regulations, 
nor do we have any changes to suggest 
at this time. 

We do know, however, that exper- 
ience has shown that inequities and 
inconsistencies have arisen in the ap- 
plication of these regulations to af- 
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filiated groups of corporations, making 
imperative the immediate amendment 
of these provisions. The fact that they 
were contained in regulations made 
such amendments possible in time to 


& 
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meet the business need. 

The inclusion of the regulations in 
H. R. 8300 will destroy the flexibility 
of the amending process which now 
exists and has proved so desirable. 





Too many loopholes in HR 8300 corporate 


provisions says Seidman, speaking for CPAs 


THE PROPOSED REVENUE CODE ATTACKS 
loopholes in corporate reorganizations 
and distributions on a broad front, says 
J. S. Seidman, chairman of the federal 
tax committee of the American Insti- 
tute of Accountants, and that is com- 
mendable. “Loopholes impair taxpayer 
morale and enable one taxpayer to get 
out from under the intended share of 
his tax burden and palm it off on the 
rest,” he told the Senate Finance Com- 
mittee in presenting the AIA study of 
HR 8300. “Loopholes sometimes mount 
to a point where they come back to 
roost at the doorstep of Congress.” 
Every effort should be exerted to 
close loopholes before taxpayer morale 
is damaged, he continued. We fear that 
in the process of closing some doors, 
this bill unwittingly opens many 
others. We are sure we have not un- 
covered them all, but our recommenda- 
tions that we are filing with you, refer 
to over 25 loopholes cutting clear 
across the bill. To mention a few: 


1. Spin-offs. Under the spin-off pro- 
visions (Sec. 353), the flood-gates will 
open pretty wide. From 1923 to 1951, 
spin-offs were fully taxed. In 1951, lim- 
ited exemption was accorded them. 
Now, it will be possible to segregate 
tax-free investments, real estate, and 
even cash, into a separate company, 
.and, by exercising ten years’ patience, 
get the cash and the other items into 
the stockholders’ hands as a capital 
gain instead of an ordinary dividend. 


2. Bond premiums. The right to a 
deduction for premium on bonds with 
early call dates has developed into a 
nasty loophole. But the solution in the 
bill (Sec. 171) is like attacking a 
battleship with a B-B gun. All the bill 
does is to set up a three-year barrier. 
That is hardly a deterrent to those 
hell-bent for tax-saving. We suggest 
that bond premiums be spread from 
the date the bond is bought to the date 
of maturity. If a bond is actually called 
before maturity, the part of the prem- 
ium not yet deducted can then be al- 


lowed in full. That accords with good 
accounting. We think it makes for good 
taxes. 


3. The dividend credit—which we 
favor —can lend itself to abuse (Sec. 
34). A taxpayer with short-term profits 
will find it to his advantage to buy 
stock just before the dividend is paid, 
and sell it right afterwards. This will 
enable him to reduce the tax on his 
short-term gains by the dividend 
credit. A possible solution is to con- 
dition the credit on a prescribed hold- 
ing period before and after the stock 
goes ex-dividend. 


4. A capital loss can become a regu- 
lar loss, and vice-versa, under the 
way the foreclosure provisions (Sec. 
1035) are treated in the bill. For ex- 
ample, suppose $20,000 is owing the 
taxpayer for the sale of merchandise. 
He forecloses on securities that he 
holds as collateral. The securities are 
worth $19,000 at the time. Two years 
later, the securities have declined in 
value to $8,000, and he then sells out. 
Under the bill, he gets a $12,000 ordi- 
nary loss because the account receiv- 
able was from a merchandise transac- 
tion. Obviously, however, his loss on 
the account receivable was only $1,000 
and the other $11,000 came from specu- 
lating in the securities. 


5. Subordinated debt issued iv cor- 
porate insiders is treated in the bill as 
stock, and interest on it is not ded- 
ductible (Sec. 275). Redemption of this 
type of debt can, therefore, be a divi- 
dend. But look how easy it is to get 
around it: Subordinated debt is issued 
to the insider as a dividend. Since the 
debt is looked upon as stock, that would 
be a non-taxable stock dividend. The 
insider then sells the debt to an out- 
sider. That gives capital gain to the 
insider. In the hands of the outsider, 
the subordinated debt becomes real 
debt. The interest is then deductible to 
the corporation. The retirement of the 
debt is no longer a dividend —and 


everybody is happy, but the Treasury. 


Taxing the Wrong Taxpayer 

In closing some loopholes, the bill has 
put the wrong taxpayer in the line of 
fire. Here are some illustrations. 


1. Bail-outs. The death sentence is 
given to the bail-out or redemption of 
preferred stock issued as a dividend, 
through an 85% tax on the corpora- 
tion (Sec. 309). The punishment doesn’t 
fit the crime. What should be aimed 
at is to tax the insider, as a dividend, 
for the amount he gets out of the com- 
pany through the redemption. To tax 
the corporation makes the minority 
stockholders pay through the nose for 
something that they didn’t participate 
in, and have no control over. 


2. One of the many unfortunate and 
costly loopholes in the existing law is 
the traffic made possible in loss com- 
panies. Whatever else may become the 
effective date of the pending bill, this 
loophole should be closed immediately. 
The mechanics sought to do so in the 
bill is to amputate the net loss carry- 
forward on a pro-rata basis to the 
extent that there has been a shift in 
stock-holdings of more than 50%. 
Again, the perfectly innocent continu- 
ing minority stockholder is called upon 
to bear the brunt of a transaction over 
which he has absolutely no control. 
Incidentally, the loophole closing does 
not go far enough, in that only the net 
loss of previous years is extinguished. 
The net loss of the current year is not 
touched and, therefore, continues to 
make valuable traffic. 


Dates Should Be Postponed 

Having waited these years 
for a thorough overhauling of our tax 
statutes, it is not asking too much to 
ask a few more months indulgence. No 
revenue gain or loss is attributed to 
the corporate and partnership pro- 
visions. On the other hand, look how 
much good can be accomplished by 
holding off: 


many 


1. It will give everybody a better 
opportunity to become acquainted with 
the rules of the game before getting 
on the ball-field. This is as it should be, 
if injury or chaos is to be avoided. At 
best, the bill is not likely to be enacted 
before June. Assuming that the Senate 
does not rubber-stamp the House bill 
and vice versa, taxpayers have no way 
of knowing yet what to count on. To 
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drastically change the rules in the mid- 
dle of the fourth inning, not only for 
the rest of the game but also for the 
innings already played, is hardly likely 
to sit well, either for the game, the 
players, or the rule makers. No, it is 
far better to let the game be com- 
pleted and apply the new rules the 
next time around. 


2. We can tell you that there are all 
sorts of “bugs” in the present pro- 
visions of the bill. We have just con- 
cluded what, to us, was a very de- 
lightful and constructive screening with 
Mr. Stam and his colleagues, of 213 
changes we are recommending to you 
(in extension of this testimony) in the 
income tax part of the bill. Over 90 
apply to the corporation and partner- 
ship sections. I think it is fair to say 
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that your technical experts felt that 
many of these recommendations merit 
consideration. 


3. From the time the bill is passed 
to the end of the year everyone con- 
cerned will have some opportunity not 
only to prepare for the new rules but 
also to appraise them. We have a feel- 
ing that the respite will prove a god- 
send in bringing to light and paving 
the way for advance correction of 
things that might otherwise provoke 
incalcuable mischief in the daily affairs 
of business. At the very least, it will 
parole those who have already been 
caught in the trap and those yet to be 
trapped, and whose only crime is that 
they did not have a decent chance to 
know or be advised about the new, 
drastically changed and complex Code. 





Several new decisions uphold taxpayers’ 


claim that corporate splits were bona fide 


A CORPORATE REORGANIZATION MAY COMPLY 
literally with every pertinent provision 
of the Internal Revenue Code, but if 
there is no business purpose, it will be 
denied tax-free treatment. This rule 
was first laid down in the case of 
Gregory v. Helvering, 293 U.S. 465 
(1935). In that case the taxpayer formed 
a new corporation as part of a spin-off 
and then dissolved it to get the assets 
spun off into her hands at capital gains 
The Supreme Court held that 
the reorganization had no business pur- 
pose, and that the property received 
was taxable as an ordinary dividend. 


rates. 


Rowan decision uphold capital gain. 
In a recent District Court case, this 
rule was applied in a somewhat novel 
manner. In Rowan v. U.S. (D.C. Tex), 
decided April 8, 1954, (C.C.H. Par. 
9326, P-H Par. 72,476), a corporation 
had been operating at a deficit during 
its entire corporate existence of seven- 
teen years. The officers had loaned it 
in excess of $100,000 during this period. 
On December 7, 1947, they reorganized 
the corporation, converting these loans 
into capital stock. Twenty days later 
corporation was dissolved. The 
stockholders claimed that they had 
realized a short-term capital loss on 
this new stock. The court held that 
the original advances were, in fact, 
contributions to capital and to be in- 
cluded in the cost basis of the capital 


stock. It further held that the re- 
capitalization had no business purpose 
and, for these reasons, the loss would 
be treated as long-term rather than 


short-term. 


What kind of businesses can be split, 
taxfree? Recent Revenue Rulings il- 
lustrate the difference between a tax- 
able and a nontaxable division of a cor- 
porate business. In Revenue Ruling 
54-139, found in Internal Revenue Bul- 
letin 1954-16 on page 8, the IRS ap- 
proved a spin-off under section 112(g) 
(1) (D) of the Code. The corporation 
involved was engaged in two diverse 
fields of manufacturing, air condition- 
ing and electronics, which it felt should 
be separated to protect each from lia- 
bilities created by the other. The plan 
followed was to form a new corpora- 
tion, to which all of the assets of one 
endeavor were transferred. The stock 
of this new corporation was then issued 
directly to the sole stockholder of the 
parent corporation. The IRS ruled that 
there was a business purpose in the re- 
organization, and that on the receipt 
of the new corporation’s stock by the 
stockholder there would be no tax. 
Anyone considering a reorganization 
this type should read the ruling care- 
fully, since it indicates the type of in- 
formation required and the scope that 
the final ruling will have. We think it 
especially important to consider the 


effect of the type of business on the 
taxability of the division; in the pres- 
ent case we think the naturalness of 
the division contributed substantially 
to the holding that it was a tax-free 
division. 


Would a spin-off have worked here? 
In another new ruling (No. 54-140) a 
bank proposed to transfer the stock of 
a wholly-owned subsidiary into a trust 
for the benefit of its stockholders. The 
IRS ruled that such a transfer would 
be equivalent to a taxable dividend. A 
very elaborate and comprehensive trust 
agreement was drawn for the purpose 
of preventing the stock of the sub- 
sidiary from being separated from that 
of the parent, but all to no avail. Ques- 
tion — What if the stock of this sub- 
sidiary had been transferred to a new 
corporation, the stock of which was 
then transferred to the bank share- 
holders in a spin-off? It is quite pos- 
sible that this means of separation 
would be held to be tax-free. 


Buying out a stockholder really is a 
sale, not a dividend. For some time the 
Commissioner has refused to give 
favorable rulings on the tax effect of 
redemptions of preferred stock held by 
family members of a closely held cor- 
poration. In many of ,these cases the 
redemption is simply a method of 
getting earnings into the hands of 
stockholders at capital gains rates. Even 
though a stockholder may completely 
divest himself of all interest in the 
corporation, other members of the 
family will continue to operate it. 

A case of this type which he took to 
court is that of Marjory K. Hatch, T.C. 
Memo Dec. April 14, 1954, (C.C.H. Dec. 
20,272 M, P-H Memo Dec. 54,114). A 
family corporation which had preferred 
stock outstanding was owned by four 
brothers and sisters and by another 
individual. The individual retired from 
the business and sold his common and 
preferred stock to the corporation. One 
of the brothers wished to secure con- 
trol. A plan was worked out under 
which his brothers and sisters sold him 
their common stock, and the corpora- 
tion redeemed their preferred stock. 
The Commissioner took the position 
that the redemption of the preferred 
stock was equivalent to a taxable divi- 
dend under section 115(g). The Tax 
Court, however, sustained capital gains 
treatment for the amounts received. 
This confirms the general feeling 
among tax men that the redemption of 
stock which eliminates a stockholder 
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entirely is in reality a sale, noi a divi- 
dend, regardless of the stockholder’s 
family relationship to the other stock- 
holders. [see also below. Ed.] 


New Decisions this month 

NEW DECISIONS HANDED DOWN during the 
past month affecting the tax aspects of 
corporate organization and distribution 
are summarized below: 


REDEMPTION OF PREFERRED Stock Nort 
Drvipenp. Preferred stock has been is- 
sued as “non-permanent investment” 
twenty years ago in cancellation of 
loans. Operating losses from 1929 to 
1947 precluded retirement of the stock. 
Stock is redeemed now because man- 
aging stockholder wants complete con- 
trol. Redemption, therefore, not a divi- 
dend. Marjory K. Hatch, TCM 1954-8, 
4/14/54. 


Divivenps. Transfer of stock of wholly- 
owned subsidiary to trust for stock- 
holders is dividend to extent of cor- 
poration’s earnings and profits. Rev. 
Rul. 54-140, 


Divivenps. Payment of net profit by 
corporation to stockholders under con- 
tract whereby corporation had acquired 
auto franchise for all its stock plus 
profits for ten years, were dividends. 
Albert E. Crabtree, 22 TC No. 9 
4/15/54. 


> 


REORGANIZATION. Proposed split of cor- 
poration doing electronic and air con- 
ditioning by transfer of assets of one 
business to wholly-owned subsidiary 
followed by distribution of that stock 
to sole stockholder of corporation will 
constitute a reorganization where 
stockholder has no present intention of 
selling stock or liquidating corporation. 
_Rev. Rul. 54-139, 


RECAPITALIZATION. Immediately prior 
to liquidating the corporation, the two 
stockholders caused it to double its 
stock. The new stock was issued to 
them for outstanding loans to the cor- 
poration. Held no business purpose 
and the loss is long term. Rowan v. U. 
S., D. C. Texas, 4/8/54. 


IncoME REALLOCATED. Net profit on 
coal sold was, under contract with tax- 
payer, paid to and reported by operat- 
ing corporation. Taxpayer-stockhold- 
er, who was a coal operator, retained 
only 5¢ a ton. The Tax Court’s deter- 
mination that income was earned by 
the stockholder and taxable to him 
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was sustained. Gregory Run Coal Co., 
CA—4, 4/9/54. 


REDEMPTION OF Bonps. In 1945, tax- 
payer redeemed bonds held by three 
insurance companies and, at the same 
time, sold a new series to the same 
companies. It deducted unamortized 
cost of issuance and premium on re- 
demption. Commissioner disallowed on 
ground that there was an exchange. 
Tax Court found they were separate 
transactions and allowed deduction. 

Tax Court also permitted taxpayer 
to include as cost of issuance (and de- 
duct in 1945) portion of cost of a prior 
series exchanged in 1939, which cost 
had to be deducted in 1939. No men- 
tion was made by the Court of a Sec. 
3801 adjustment. Bridgeport Hydraulic 
22 TC No. 29, 4/30/54. 


Tun INcorPoRATION. Upon incorpora- 
tion of steel fabricating and construc- 
tion business, corporation issued note 
for $250,000 for assets. Subsequently 
taxpayer advanced $70,000, also on 
notes. Stock was $100. Interest on 
notes not deductible. The Tax Court 
said this was an extreme case. Robert 
L. Osborne, TCM, 1954-27. 


INTEREST IN REORGANIZATION. Court re- 
fuses to uphold Commissioner’s finding 
that part of cash and securities re- 


ceived in Central Georgia Railway 
Company reorganization was taxable 
as interest. Grey v. U. S., D. C. Utah, 
12/12/53. Government won’t appeal. 


Non-Acquiescences this month 
THE COMMISSIONER of Internal Revenue 
has announced that he does NOT 
acquiesce in the following case: 


DIvipEND IN APPRECIATED PROPERTY. 
Excess of value ($8.9x) of property 
dividend (basis $3.2x) over realized 
earnings and profits of corporation 
($5.6x) reduces stockholder’s basis. On 
appeal, Third Circuit. Estate of Ida 


Godley, 19 TC 1082, Nonacg. IRB 
1954-17,6. 
Acquiescences 


THE COMMISSIONER of Internal Revenue 
announces that he acquiesces in the 
following case: 


INCORPORATION OF PARTNERSHIP. All the 
assets and liabilities of partnership ex- 
cept real estate were transferred by 
partnership to corporation, and the real 
estate was leased to it. This was held 
to be tax-free under Sec.112(b)5, and 
the corporation is an acquiring cor- 
poration and entitled to use partnership 
earnings in computing base period in- 
come. R. & J. Furniture Co., 20 TC 
857, Acq. IRB 1954-15,5. 





MANAGEMENT OF THE 


Corporate tax department 


. . » FOR CORPORATE TAX EXECUTIVES 


Harvard research gives help on how 
to run a conference successfully 


BECAUSE SO MUCH TAX planning and ne- 
gotiation is done in conferences, the 
current research into how committees 
and conferences function is of consid- 
erable usefulness to tax men. Robert 
F. Bales summarizes results of the re- 
search to date at the Laboratory of 
Social Relations at Harvard University 
in the Harvard Business Review (Vol. 
32, No. 2). With proper precautions, he 
says, the following rules of thumb 
may be helpful. 

(1) Avoid appointing committees 
larger than seven members unless 
necessary to obtain representation of 
all relevant points of view. Try to set 


up conditions of size, seating, and time 
allowed so that each member has an 
adequate opportunity to communicate 
directly with each other member. 

(2) Avoid appointing committees as 
small as two or three members if the 
power problem between members is 
likely to be critical. 

(3) Choose members who will tend 
to fall naturally into a moderate grad- 
ient of participation. Groups made up 
of all high participators will tend to 
suffer from competition. Groups made 
up of all lows may find themselves 
short on ideas. 

(4) Avoid the assumption that a 
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good committee is made up of one good 
“leader” and several “followers.” Try 
to provide the group with both a task 
leader and a social leader, who will 
support each other. It is probably not 
a bad idea to include a “humorist” if 
the social leader does not have a light 
touch. A few strong but more silent 
men add judicious balance to the group. 

A group of otherwise balanced com- 
position can probably absorb one “dif- 
ficult” member — one of the type, for 
example, who talks too much, is short 
on problem-solving ability, tends to 
arouse dislikes, and cannot be changed 
by ordinary social pressures. If such a 
member must be included, probably the 
best strategy is to “surround” him. 

(5) In actual procedure, start with 
facts if possible. Even where the facts 
are thought to be well known to all the 
members, a short review is seldom a 
waste of time. A good general pro- 
cedure is probably to plan to deal with 
three questions on each major agenda 
item: 

@ “What are the facts pertaining to 
the problem?” 

€ “How do we feel about them?” 

€ “What shall we do about the prob- 
lem?” 

This is probably the preferred order. 
Take time to lay the groundwork 
before getting to specific suggestions, 
the third stage. It may be noted, by the 
way, that the order recommended is 
the exact opposite of that which is 
characteristic of formal parliamentary 
procedure. 

(6) Solicit the opinions and ex- 
periences of others, especially when 
disagreements begin to crop up. People 
often think they disagree when actually 
they simply are not talking about the 
same experiences. In such cases they 
do not draw each other out far enough 
to realize that, although they are using 
the same words, they are thinking 
about different experiences. Try to get 
past the words and general statements 
the other man uses to the experiences 
he is trying to represent. Members of 
the group may agree with his ex- 
periences. 

(7) When somebody else is talking, 
listen, and keep indicating your re- 
actions actively. Most people are not 
much good at reading your mind. Be- 
sides that, they need the recognition 
you can give them by your honest re- 
action, whether positive or negative. 

(8) Keep your eyes on the group. 
When you are talking, talk to the 
group as a whole rather than to one 
of your cronies or to one of your spe- 





cial opponents. Search around con- 
stantly for réactions to what you are 
saying. A good deal of communication 
goes on at a subverbal level. Nothing 
tones up the general harmony of a 
group like a good strong undercurrent 
of direct eye contact. 

(9) When you scent trouble coming 
up, break off the argument and back- 
track to further work on tiie facts and 
direct experience. In some instances 
the best way to get started on a co- 
operative track again after a period of 
difficulty is to agree to go out and 
gather some facts together by direct 
experience. 

(10) Keep your ear to the ground. 
No recipe or set of rules can substitute 
for constant, sensitive, and sympa- 
thetic attention to what is going on in 
the relations between members. Do 
not get so engrossed in getting the job 
done that you lose track of what is the 
first prerequisite of success — keeping 
the committee in good operating 
condition. 


TEI plans major investigation 


of corporate tax management 

A CONTINUING AND THOROUGH study of 
all the factors affecting successful op- 
eration of the corporate tax depart- 
ment is currently being undertaken by 
the Tax Executives Institute. Their 
committee, under the chairmanship of 
Lewis Spencer, tax attorney with Mo- 
torola, Inc., Chicago, is considering in- 
vestigation of these major subjects: 


Objectives of corporate tax admin- 
istration 

Functions of the corporate tax de- 
partment 

Internal organization of tax depart- 
ment 

Operating procedures and routines 

Management operating reports on tax 
activities 

Tax accounting procedures 

Audit techniques and procedures 

Relationships with public accountants 
and attorneys 

Tax library 

Relationships with operating depart- 
ments 

Foreign tax administration 

Extra-corporate functions and ac- 
tivities 

Individual tax assistance to corporate 
executives and employees. 


We understand that the original 
plan had been to use questionnaires to 
obtain information of current practices 


THE CORPORATE TAX DEPARTMENT * 





35 








in this field, but at a meeting of the 
committee at which these procedures 
were discussed it was concluded that 
the questionnaire technique would not 
be sufficiently fruitful to warrant its 
use. The difficulty seems to be a belief 
that too few competent persons would 
answer the questionnaires to permit 
valid conclusions to be drawn. 


Writing the tax manual in 


the accounting department 
MANY COMPANIES FIND that the manual 
for their tax department works best 
when it is an integral part of their 
manual of accounting procedures. The 
Dayton Power & Light Company is 
one such organization; the accompany- 
ing exhibits show how the manual is 
designed, and also clearly relate it to 
basic accounting procedures. These ex- 
hibits and notes were given us by S. J. 
Schiml of Dayton Power, who is also 
chairman of the taxation accounting 
committee of the Edison Electric 
Institute. Mr. Schiml said: 


Reason for having a tax manual, Our 
tax manual is a subsidiary part of our 
Manual of Accounting Procedure, and, 
as might be expected, its purpose is 
exactly the same as that of the ac- 
counting manual, namely to: 


provide a systematic approach 
to accounting instructions, 
provide for uniformity of ac- 
counting practices throughout a 
company, 

aid in preparation of reports, 
supply authorized statements 
of accounting policy, 

assist in training of new em- 
ployees, 

assist internal and independent 
auditors, 

provide a concise insight to ex- 
ecutives on particular account- 
ing policies in which they may 
or should be interested. 


No tax manual can be of maximum 
value unless it is kept up-to-date. This 
is the duty of the department head or 
supervisor. 

One device we find useful, inciden- 
tally, is to file with each December's 
journal vouchers a copy of the tax 
manual sections applicable thereto, so 
that anyone who refers to them in the 
future will have at hand the rules and 
governing policies which were used in 
preparation of those vouchers. This is 
of considerable help for future ref- 
erence when it is necessary to know 
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what the rules were at the time the 
work was done. 


What we put in our tax manual. The 
illustrations on these pages suggest our 
approach to the tax manual. The notes 
on the next page indicate how we pre- 
pared each of these instruction sheets. 
Data on our federal income tax in- 
structions are paraphrased below. So 
many items pertaining to a company’s 
income tax are confidential that we are 
not illustrating that form specifically, 
but our manual is set up in outline 
form about as follows: 


Internal Revenue Code — brief 
explanation of its history and 
manner of organization 

* Commissioner’s Regulations — 
what they are and their im- 
portance 


Purpose of tax 


Significance of March 1, 1913, 
date 


Rates of tax 


* Income defined (net income, 
gross income) 
* Deductions—I.R.C. reference, 


specific experience — explana- 
tions for company’s deductions 
- Compensation of officers 
- Salaries and wages 
- Repairs, maintenance 
- Bad debts (reserve basis v. 
cash basis) 
- Unamortized bond issuance 
expenses 
- Interest 
ized) 
- Taxes (documentary stamps, 
telegraph, telephone) 


(interest capital- 


- Contributions 
- Losses 
- Contingent reserves (in- 


juries and damages, tax) 
- Depreciation (special obso- 
lescence) 
* Capital gains and losses 
* Dividends received 
* Dividends paid (Sec. 26-H) 
* Unamortized bond premium 
* Exclusions from gross income 
* Detailed schedules 
* Source data and records 
* Account distribution 


* Due dates—returns and pay- 
ments 


* Credits 

* Refunds or deficiencies 
* Revenue agent audits 

* Preservation of records 
* Approvals 
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} general instructions, such as: 


Explanation of sample pages 

Pages 30 & 31, left. These two pages are tables of 
contents for federal, and state and local taxes. 
They indicate the kind and amount of information 
in our manual. Note that the number 30 has been 
assigned to federal, 31 to state and local. Subdivi- 
sions are thus easily identified by the prefix, thus: 
30-9 is a federal stamp tax; 31-9 is a state sales 
tax. 

Each page bears the designation “original” or 
“revised (date)” to make clear the currency of 
information. The last page of each section bears 
the date of original issue. 


Page 30-1, right, top. This is an introduction to the 
general subject of the accounting procedures ap- 
plicable to federal taxes and highlights important 


* use of legal counsel, 

* organization of department’s filing system, 

* tax services availed of, 

* record preservation, 

* approvals (for inclusion in manual). 

A similar introduction is applicable to State and 
Local taxes. 


Pages 31-16 and 13-16a. left, bottom. This is 
a section pertaining to a specific tax — Ohio Gaso- 
line Tax, and illustrates the manner of concisely 
stating the important features applicable to the 

| accounting procedure for this tax. Marginal head- 
ings are used as appropriate and effort is made to 
avoid excess wordage. 
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THE DAYTON POWER AND LIGHT COMPANY 
MANUAL OF ACCOUNTING PROCEDURES 


SUBJECT TAXES - Ohio Gesoline Tax 





The purpose of this section of the Manual of Accounting Procedures is 
to help those working in the Tax Department to compile properly the 
Company's tax returns, to administer taxes in which the Company is 
involved, to assist auditors, and to assist various segments of manage- 
ment in ettaining a brief but practical knowledge of the Company's 
taxes. It is necessary to comply with all requirements of Federal Tax 
Laws, and it is the inherent duty of those working with the Company's 
tex problems to master the technicalities of any tax law affecting the 
Company's operations to the end that the Company pays its just and 
eccurate tax liability -- that it does not over-pay them nor under-pay 
them. It is imperative that tex officials and auditors and other tax 
contacts be handled in an efficient, business-like and courteous manner 
at all times so that the Company's relations with such officials or tax 
representatives are maintained at a high level, 


Many questions arising in connection with the compilation of tax re- 
turns can be interpreted by the personnel of the Tax Department since 
they have a qualified accounting, as well as a tax, background. How- 
ever, when doubtful and, in all cases, when serious questions of law 
are faced, it must be borne in mind that the Tax Department will seek 
the advice of the Company's legal counsel. Also, in those instances 
where serious questions of law are involved or are to be decided, it is 
appropriate for the Tax Department to request the Company to seek out- 
side, qualified, professional advice. 


The tax returns, correspondence, working papers, etc. are all desig- 
nated for filing purposes with the Manual of Accounting Procedures page 
number identification. To illustrate, the Tax Department files on the 
subject of Federal Transportation Tax will always be found with the 
reference No. 30-12. 


The Tax Department subscribes for the following tax services: Con- 
merce Clearing House, Inc., Standard Federal Tax Reporter; Mertens Lav 
of Federal Income Taxation; and Prentice-Hall Tax 4 Briefly, 
the services are comprised of a volume containing the Internal Revenue 
Code and other volumes containing illustrations, decisions, regulations, 
interpretations, etc. which follow the numbering system of the Code but 
treat each individual subject separately. Any regulations issued by 
the Commissioner of Internal Revenue which set forth his interpretation 
of the lew are found in the volumes treating the individual items of 
taxes whether it is defining income, defining deductions, or defining 
other aspects of the law's administration. Mertens is a basic state- 
ment of underlying Federal Income Tax Law and is used chiefly for refer~ 
ence purposes in determining applicable or controlling principles of law 


Each specific tax section contained in this Manual carries its own 
specific instructions governing the preservation of all records pertain- 
ing to that tax. In addition, there shall be attached a copy of each 
tax section Manual pages to the December journal voucher recording such 
tax transactions each year so that a brief but basic explanation will 
be available at any time in future years to anyone who may have occasion 
to be concerned with the particular tax. 
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Ohio General Code, Sections 5526 to 5541. 


The revenue from the Gasoline Tax is for the purpose of maintenance, 
repair and construction of highways in Ohio. (Sec. Sa-Art. 12, 
Constitution. ) 


Upon applicetion for a license as a dealer a filing fee payment of 
$5.00 is to be made, payable to the Ohio Department of Taxation. 

Every desler shall file with the Bond Section of Division of Gasoline 
and Liquid Fuel Tax, State of Ohio, a surety bond in the amount of 
$5,000, or in amount equal to the amount of tax liability for an 
average three month period if less than $5,000, 


Imposed on the use, distribution or sale within Ohio of motor vehicle 
} fuel, by dealers. 


4¢ per gallon on Motor Vehicle Fuel. 


No tax is imposed upon sale of motor vehicle fuel for use other than 
propelling motor vehicles on public highways, sales from one 
licensed dealer to another, in aircraft, sales to Federal Govern- 
ment or agency thereof, or upon fuel in interstate commerce. A 
deduction for evaporation at rate of 3% of receipts is allowed 

‘ each month, this computation being made on the monthly tax report 

form (Sec. 5529-1). 


Company is a licensed purchaser of motor vehicle fuel and hase facili- 
ties to receive fuel in carload lots in Dayton. 


| Blank forms ere forwarded on the lst of each month to the Transportea- 

| ion Division Office on which they furnish the Tax Department with 
the quantity, date received and purchase order number on gasoline 
received during the previous month. From this information, 
vouchers or invoices are located from which all necessary data is 
taken to compile the monthly tax return required and to determine 
the amount of tax due. 


Accounting distribution to Account 33 (Supplies-General) is accomplished 
on the check request forn. 


Three copies of Motor Vehicle and Liquid Fuel Tax Return on Form #2 are 
| compiled, signed by the Company Comptroller; one copy is forwarded 
to Ohio Department of Taxation, one copy along with check in pay- 
ment of the tax is forwarded to the Treasurer of State of Ohio and 
one copy filed with tax returns. The tax returns and payment are 
due by the 20th of the month following the month in which the 
purchases are made. 


Approved by: Approved by: 
Comptroller Tax Dept. 
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NEW DEVELOPMENTS IN 


Taxation 
of mining 


EDITED BY CHARLES J. BUSICK, CPA 


The decisions these last 

few weeks bring scant joy 

to mining industry 

TWO CASES AND A RULING last month, 
each dealing with the question of when 
does a product first become a com- 
mercially marketable product, pro- 
duced a certain amount of gnashing of 
miners’ teeth. 


Black Mountain Coal. The coal peo- 
ple are very unhappy about this case 
21TC No. 83. The Tax Court says that 
oil treatment of bituminous coal is not 
an ordinary treatment process nor- 
mally applied by mine owners or op- 
erators to obtain the first commercially 
marketable coal product (the value on 
which percentage depletion is com- 
puted). 

The coal people don’t like this de- 
cision because: first, the decision rests 
largely on an unreasonable conclusion 
with respect to the statistical evidence 
presented; and, second, the decision 
upsets longstanding Bureau practice 
with respect to dust-allaying processes. 
Judge Arundell presented a minority 
opinion. 


Zonolite and the Seventh Circuit. 
The Seventh Circuit had the grace to 
be somewhat apologetic in denying the 
Zonolite Company a reversal of the 
District Court decision. It implied that 
there might be something to the plain- 
tiff’s allegation that its technical opera- 
tions were such as to entitle it in all 
fairness to a victory. (C.A. 7, 3-25-54, 
reversing D. C., Northern Illinois). 

The taxpayer mined vermiculite from 
an open-pit mine, transported the 
crude mineral to a cleaning and con- 
centrating plant one-half mile from the 
pit, and loaded the concentrate into 
trucks for transportation to the nearest 
railroad at Libby, Montana, seven miles 
from the concentrating plant. The tax- 
payer contended that gross income 
from vermiculite mining means the 
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gross sales price of a commercially 
marketable mineral product as deliv- 
ered at a point where such product 
can be sold. The Circuit Court agreed 
with the Commissioner and held that 
the vermiculite concentrate was al- 
ready a commercially marketable min- 
eral product when it started on the 
seven-mile journey to the railroad. 
The opinion concludes with a kind of 
apology for applying the rules of thumb 
and with the observation that if such 
rules “be illogical or unfair in their 
application to plaintiff’s mining opera- 
tion, relief is not available to plaintiff 
in this court, which has no legislative 
power”. 


And a new Revenue Ruling on this 
subject. A third pronouncement on this 
question of what constitutes an ordi- 
nary treatment process of mining under 
Code Sec. 114 (b) (4), is Rev. Rul. 
54-109. 

The ordinary treatment processes 
with respect to the manufacture of 
brick and tile from shale and brick 
and tile clay are: 

(1) Extraction from the earth; 

(2) Transportation to the plant; 

(3) Crushing or granulating; 

(4) Secondary grinding; and 

(5) “Mixing of the mineral in the 

pugmill with water where this is 
done to separate out sand or 
other material from the clay or 
shale”. 

Other actions in the pugmill, as well 
as extruding or molding, removing 
moisture from the raw forms, burning 
in kilns, and loading for shipment or 
storage, are not considered to be 
“ordinary treatment processes”. 

The ruling seems consistent with the 
relatively new material in section 
39.23(m)-1 (f) of Regulations 118. 


Reserves for backfilling 


WE'LL SEPARATE FOR you the principles 
from the complicated facts in the 
Gregory Run case. 

Reserves for estimated cost of back- 
filling land in connection with coal 
stripping operations may not be de- 
ducted unless supported by evidence 
of the reasonable accuracy of the esti- 
mates. 

An assignment of income, whatever 
its guise, will not absolve the assignor 
from income tax liability. 

Operators who were to strip mine 
the coal were completely dependent 
upon the extraction of such coal and 


therefore were entitled to depletion 
allowances. Comm’r. v. Gregory Run 
Coal Company, et al, C. C. A. 4, 4-9- 
54, affirming, vacating, and remanding 
B. H. Swaney & Sons, Inc., et al, T. C. 
Memo., 12-4-53 and J. E. Vincent. et 
a, te tT. ©. Bo. GF. 


Economic interest 

WHERE A CORPORATION OBTAINED from a 
related partnership the exclusive right 
to mine coal for a percentage of gross 
sales less rents, royalties, and sales 
commissions, the corporation obtained 
an economic interest. Accordingly, the 
amount paid the corporation must be 
excluded from the partnership’s gross 
income from the property. 

However, rentals for a railroad sid- 
ing need not be so excluded, because 
the siding was a separate piece of 
property to which no mining rights at- 
tached. 

(The Court offered no comment on 
the apparent fact that the Brown part- 
nership, in computing percentage de- 
pletion, aggregated lease interests with 
a fee interest. This practice would ap- 
parently not be permitted under sec- 
tion 614 of H. R. 8300, where the limi- 
tations on the aggregation of mineral 
interests seem unnecessarily severe.) 
Helen C. Brown, et al., 22 T. C. No. 8, 
4/13/54. 


No Supreme Court 
review of Hamme 


THE DECISION OF THE FOURTH Circuit in 
Hamme (209 F 2d 29) stands as a re- 
sult of the decision of the United 
States Supreme Court, which was 
announced on April 26th, not to review 
the case. The 4th Circuit said “roy- 
alty payments” received by taxpayers 
under contract for “sale” of mining 
property which required minimum 
semi-annual royalties of $10,000 are 
taxable as ordinary income rather than 
as gains from sale of capital assets. 


District Court finds sale 
of scrap is not “income 
from the property” 


THE BIG FOUR OIL CASE should interest 
most mining operators. Here the Dis- 
trict Court in Western Pennsylvania 
holds, on the single issue, that proceeds 
from the sale of scrap materials cannot 
be included either in “gross income 
from the property” or in “net income 
from the property”. 

“The fallacy in this [the taxpayer’s] 
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theory is that it treats as a part of 


‘net income . . . from the property’ the 
salvage proceeds, whereas they are not 
properly a part thereof. ‘Net income 
. . » from the property’ is the ‘gross in- 
come from the property’ less allowable 
deductions; and ‘gross income from the 
property’ is ‘the amount for which a 
taxpayer sells the oil and gas in the 
immediate vicinity of the well’. In other 
words it is the gross income produced 
by the well itself, and does not include 
miscellaneous income picked up by 
salvaging junk equipment used in drill- 
ing or maintaining the well”. 

There are several precedents for the 
decision, although the Court did not 
bother to cite them (for example, Mon- 
roe Coal Mining Co., 7 T. C. 1334). 
Hence, the case is probably good tax 
law. However, if we assume that the 
taxpayer-company was not in the 
business of salvaging junk equipment 
and that the company itself used such 
equipment in prior years to drill or 
maintain the well, the salvage thereon 
ought to increase net 
the propetry. 


income from 


Capital expenditure vs. expense 


THE COMMISSIONER has indicated his 
nonacquiescence in that portion of the 
case of Roundup Coal Mining Company 
(20 T.C. No. 52, 5-21-53 allowing 
equipment cost incurred because of 
recession of working faces. (1954- 


10 LR.B. 5, 3-8-54.) 


DepLetion. Operating loss carried back 
must be reduced by excess of per- 
centage depletion over cost depletion 
(zero) for year to which carried. W. O. 
Allen, 22 TC No. 11, 4/20/54. 


Mining industry testifies 

on HR 8300 

Views on H. R. 8300, as it affects the 
mining industry, were presented to 
the Senate Finance Committee on 
April 19th by Henry Fernald for the 
American Mining Congress; Rolla D. 
Campbell for the National Council of 
Coal Lessors, Inc., Franklin G. Pardee 
of The Lake Superior Iron Ore Asso- 
ciation; Jacob O. Kamm of The Cleve- 
land Quarries Company; William 
Quinette of the Colorado Mining As- 
sociation; James M. Gillett of Victor 
Chemical Works; J. Rutledge Hill of 
the National Sand & Gravel Associa- 
tion; and on April 20th by W. Brice 
O’Brien for the National Coal Asso- 
ciation. 


TAX STRATEGY, NEWS OF THE REVENUE SERVICE, 


Effective tax 


procedures 


EDITED BY MARTIN M. LORE, LI.B., CPA 


Big shake-up in Revenue Service 


Legal staff work planned 


REORGANIZATION OF IRS Regional Coun- 
sel offices is in the works. Many are 
now being revamped, and others are 
about to undergo something of a re- 
organization. Now appellate work, e.g., 
settlement and trial of Tax Court cases, 
is being handled exclusively by certain 
attorneys. Another smaller group of at- 
torneys has been handling civil ad- 
visory work, which includes the ren- 
dering of advice and assistance to the 
various Directors of Internal Revenue 
and United States attorneys located 
within their jurisdiction. Still other 
lawyers have up to now confined them- 
selves solely to penal matters, i.e. the 
consideration of criminal cases involv- 
ing income tax evasion. Lawyers have 
rarely moved from one of these fields 
to another. 

Now it is proposed that all attorneys 
do some work in each of these fields. 
So far the matter is in the tentative 
and formulative stage, and the staffs of 
the Regional Counsel offices themselves 
are pondering the form that this 
change will take. Meetings of legal 
personnel are currently being ‘eld to 
discuss the problems involveu. Some 
observers think that before long the 
same attorney may one day be trying 
a case in the Tax Court, the next pass- 
ing on a recommendation for criminal 
prosecution for tax evasion, and still 
another day advising a Director as to 
what property he can levy on to en- 
force collection of tax. 

If such a plan is carried out it will 
be the biggest upheaval in the legal 
branch of the IRS in about 20 years. 
The feeling, at least among attorneys 
handling Tax Court work, is that the 
quality of the work will suffer. This 
Tax Court work is now generally con- 
sidered to be of high calibre. On the 
other liand there is no doubt that cer- 
tain benefits will accrue as a result of 
this attempt on the part of the Service 


to make each attorney a jack of all 
trades. 

There is no doubt that after the 
transition period, which may well be 
several years, cases involving both 
criminal and civil liability, or col- 
lection problems, wi!l be handled more 
effectively and the Government’s in- 
terest better protected. A practical dif- 
ficulty is that in some regions the 
various legal branches are not physi- 
cally together. The Eastern Division 
does have all of its legal branches 
under one roof and is, I believe, the 
first region really to begin the imple- 
mentation of the new program. 


Government losses spur new plan. 
A factor that may have spurred the 
plan is the fact that in many cases the 
Government has established huge lia- 
bilities after a number of years’ work, 
only to find that the taxpayer is in- 
solvent. Not only has the Government 
failed to collect, but it has wasted con- 
siderable money and effort over the 
years in arriving at a final determina- 
tion of liability. 

A practice which is resorted to more 
frequently now is the device of stipu- 
lating to the full deficiency where col- 
lectibility is in doubt. The taxpayer 
files an Offer in Compromise and the 
stipulation is held in escrow by the 
Government attorney pending action 
on the Offer. If it is accepted, the 
expense of trial is avoided. The stipu- 
lation is filed, the tax assessed in ac- 
cordance with the decision and the lia- 
bility wiped out under the terms of 
the Offer. If it is not accepted the 
stipulation is null and void and the 
parties proceed to trial. This pro- 
cedure is, however, only a partial 
answer to this problem. 


Use of jeopardy assessments. Another 
means of avoiding this situation has 
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been the greater use of jeopardy assess- 
ments in the past few years. But the 
indiscriminate and reckless use of this 
extreme measure is not the answer 
either. The jeopardy assessment is a 
very potent weapon in the hands of the 
Commissioner—its effects can be 
deadly. Unless the facts clearly war- 
rant its use, the jeopardy assessment 
should not be resorted to. Perhaps the 
greater availability of legal assistance 
under the proposed reorganization of 
the Regional Counsel offices will bring 
a sounder judgment to bear on the 
problem. 


Excise tuxes create troublesome 
problem. A new and knotty problem 
of the Appellate Division now is the 
question of excise taxes. Ever since the 
Division’s inception as the former 
Technical Staff, it has been concerned 
only with those taxes falling within 
the Tax Court’s jurisdiction. This auto- 
matically excluded excise taxes of any 
kind. The jurisdiction of the Tax Court 
has remained unchanged, being still 
limited, generally speaking, to income, 
estate and gift taxes. The procedures 
under which the Appellate Division has 
been operating have been related in- 
tegrally to the processes of the Tax 
Court. Now a wholly new set of pro- 
cedures must be evolved for the 
processing of excise tax matters before 
the Appellate Division. That taxpayers 
cannot, in the case of excise taxes, 
litigate their disputes prior to payment 
is quite clear. It is not equally clear, 
however, whether the act of taking the 
matter to the Appellate Division will 
delay the assessment, or if not, what 
abatement procedures may be em- 
ployed. It will be interesting to see 
what finally happens in this uncharted 
terrain. 


Tax Court protects taxpayer 
against clerk’s carelessness 

IN THE KAUFMANN CASE (TC Memo 
4/5/54) decided last month, the Tax 
Court was more liberal in the standard 
of care it required in following 
through by an attorney authorized to 
file a personal return than it has been 
in cases involving personal holding 
company and excess profits tax re- 
turns. There the taxpayer executed his 
personal income tax return in blank 
six days before the due date and left 
it in his lawyer’s office. At the same 
time he signed a check for the amount 
of the tax as computed by the at- 
torney’s daughter who acted as secre- 
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tary and had considerable experience 
in preparing income tax returns. An 
employee in the office whose duty it 
was to mail and file returns inad- 
vertently placed the completed return 
and the check in the files where it 
remained for almost a year. The Court 
simply stated that the underlying find- 
ings of fact amply sustained the con- 
clusion that the failure was due to 
reasonable cause and not to wilful 
neglect. 


New Decisions this month 


NEW DECISIONS HANDED DOWN during the 
past month affecting tax procedures are 
summarized below: 


EstrmmMaTep Tax. Payment of estimated 
tax may not be refunded prior to close 
of taxable year even though amended 
estimate is filed showing no liability. 
Rev. Rul. 54-149. 


EXEMPT ORGANIZATION. Revenue rul- 
ings covering organizations exempt 
under Sec. 101 generally apply from 
the date of incorporation. Now such 
rulings are made effective for the 
period when operations as an exempt 
organization began, whether or not 
incorporated. In such cases there is in- 
corporated in each ruling a statement 
which will so state. Rev. Rul. 54-134. 
Power oF ATTORNEY. Execution of sub- 
stitute power of attorney, as authorized 
in original power, does not destroy 
right of original agent to represent 
principal. Rev. Rul. 54-142. 


Proor. Deficiency sustained when tax- 
payer failed to present proof of basis 
of patent to support claimed amortiza- 
tion. William C. Gregory, TCM 1954- 
12, 4/19/54, 


Venue. An indictment charging at- 
tempt to evade tax by filing a false 
return charges a crime committed in 
the place of filing. The places of resi- 
dence, of preparation and of mailing 
are irrelevant. Aaron, U. S. v, D. C. W. 
Va., 12/29/53. y 
$0-Day Letter. Taxpayer’s petition 
was filed with Tax Court 97 days after 
notice was mailed but 62 days after 
she actually received it. Tax Court 
rejection of the petition as untimely 
is upheld. “We need not say what 
result) would follow if actual notice 
is never received or where the time 
remaining is inadequate, ... And we 


note that our holding here does not 
leave petitioner without remedy. A 
taxpayer, after a deficiency has been 
collected, can claim a refund. . 
and if necessary, can file suit on the 
refund claim.” Dolezilek v. Comm., 
CA-D. C., 4/29/54. 


Votuntary Disctosure. Partial dis- 
closure after taxpayers had signed 
waiver of statute of limitations was 
not within the Treasury’s immunity 
policy as it existed in 1948. Bateman 
v. U. S., CA-9, 4/15/54. 


INFORMATION From Bank. The judg- 
ment of the District Court requiring 
bank to furnish records of persons be- 
ing investigated is upheld. A Revenue 
Agent had testified that there was 
suspicion of fraud in years prior to 
statutory limitation. Properly, the 
agent was not required to reveal facts. 
Peoples Deposit Bank v. U. S., CA-6, 
4/22/54. 


TEMPORARY RESTRAINING OrbDER Dis- 
SsOLveD. District Court properly dis- 
solved temporary restraining order 
forbidding sale of property levied on 
under jeopardy assessment. No extra- 
ordinary circumstance seen here to 
justify an exception to rule that suits 
to restrain collection are forbidden. 
Milliken v Gill, CA-4, 4/5/54. 


WAGERING TAX. Prosecution by infor- 
mation approved; court’s refusal to 
permit change of plea from nolo con- 
tendere to not guilty upheld. Thos. 
Mosely CA-5, 11/18/53, Cert. denied. 


BurvDEN OF Proor. Taxpayer failed to 
reply; judgment to Commissioner for 
deficiency claimed. Joseph R. Irzyk, 
TCM 1954-25. 


SumMMaARY JUDGMENT. Summary judg- 
ment against widow, as transferee, for 
income tax of decedent assessed 
against estate is reversed. She is en- 
titled to trial on merits of her allega- 
tion that she received only dower 
right and sums for which considera- 
tion was given. Hicks, U. S. v., CA-5, 
4/30/54. 


Tax Lien. If a taxpayer has only an 
option to purchase property at time a 
tax lien arises against him, then when 
this option right terminates, the rights 
of the U. S. in the property also 
terminate. Rev. Rul. 54-154, I. R. B. 
1954-18. 
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EXAMINATION OF HosprtTaL Books. CA- 
2 sustained District Court order to 
hospital to allow Internal Revenue 
Agent to take names and addresses of 
doctor’s patients. Cincotta, CA-2, 
1953, Cert. denied. 


Tax Court Jurispiction. Timely peti- 
tion for redetermination of excess 
profits tax does not give Tax Court 
jurisdiction of income tax and de- 
clared value excess profits taxes as- 
sessed with excess profits tax in a 
combined notice. The 6th Circuit 
sustained the decision of the Tax 
Court that the taxpayer may not 
amend petition to ask determination of 
income and declared-value excess 


profits tax deficiencies. Miami Valley 
Coated Paper Company v. Comm., 
CA-6, 4/9/54. 


Acquiescences 


THE COMMISSIONER of Internal Revenue 
has announced that he acquiesces in 
the following cases: 


Evwence. No deficiency and no fraud. 
Commissioner relied on questionnaire 
form signed by taxpayer after agent 
inserted answers claimed to be given 
by taxpayer. Tax Court said, “such 
procedure .. . is inexcusable.” D’Alise, 
21 TC No. 26, Acq. IRB 1954-17,6. 


PENALTIES. Penalty for failure to file 
excess profits tax voided where re- 
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turns, prepared by CPA, explained why 
contingent income, finally determined 
to be taxable, was not included. Brock- 
man Building Corp., 21 TC No. 21, Acq. 
IRB 1954-16,5. 


IRS has big backlog of 1951 
and prior returns to investigate 


THERE IS NO PROSPECT of any dearth in 
tax controversies. Records indicate 
that the Service has set apart for in- 
vestigation over 600,000 returns for 
1951 or earlier years. The sifting of the 
wheat from the chaff has been ac- 
complished primarily on the basis of 
the size of the return and the poten- 
tiality of error. 





TEN COMMANDMENTS FOR DEALING WitH REVENUE AGENTS’ ADJUSTMENTS 


ALLIN H. PIERCE, of the Chicago bar, has 
sent us his rules for doing a good job 
with the Agent. We think you'll like 
them. 


I 

Change places with the Revenue 
Agent or reviewer. View the problem 
from his standpoint as well as your 
own; and try to understand the theory 
and basis of his proposed adjustments. 

I 

Study the controlling statute, Regu- 
lations and rulings; and their intent 
and purposes. Also observe the acquie- 
sences or non-acquiesences for Tax 
Court decisions. If there are Regula- 
tions or rulings squarely against you, 
it usually is futile to deal further with 
the Revenue Agent regarding them, for 
these are his Bible. Attempts to over- 
throw these must ordinarily be handled 
in the courts. 

Il 

Marshall your facts thoroughly, in 
the light of the statutes and authori- 
ties; and develop a logical theory on 
which to base your position. This is the 
most important of all. Revenue Agents 
and Reviewers have a general knowl- 
edge of the law, but they do not know 
all of the facts of your particular case 
to which their knowledge of the law 
must be applied. 

Thorough knowledge of the facts en- 
ables you to answer his questions 
promptly and accurately, and thereby 
to gain his confidence. 

Most cases are won or lost on the 
facts. 

If, after reviewing the facts and the 


law, you find your position to be un- 
tenable, make the best settlement you 
can and quit. 

IV 

On any hearing, try to present the 
case as you would want it to be pre- 
sented if you were the Reviewer. State 
your facts chronologically, candidly and 
clearly. If you are not candid, the Re- 
viewer will lose confidence; clarity is 
a@ supreme requirement. 

Try to observe the doubts which 
arise in the mind of the Reviewer, and 
attempt to remove them. If you don’t, 
you pass up a golden opportunity. 

V 

Always go for the jugular vein — 
the turning point of the case. This fre- 
quently has the effect of pushing minor 
issues into the background and giving 
the impression that the case must be 
decided on the point where you have 
the greatest strength and where the 
Reviewer or opposing party has the 
greatest difficulty in overcoming your 
position. 

VI 

Rejoice when the Reviewer asks 
questions. Such questions indicate that 
you are gaining the Reviewer’s interest, 
and that he is seeking help from you 
in resolving doubts that have arisen in 
his mind. 

Answer questions frankly; and if 
there is reason to suggest that your 
answer be postponed for the present, 
do not fail to give the answer later. 

VII 

Read sparingly from authorities and 
other written documents. A paper is 
like a lead plate which separates you 


from the Reviewer; and the time you 
consume in reading enables him to take 
his mind off your argument and par- 
ticular facts, and to formulate oppos- 
ing ideas and objections. 
VIII 
Avoid personalities. Personal attacks 
on the Revenue Agent or other Reve- 
nue personnel may be resented, as 
being against the esprit de corps of the 
Internal Revenue Service. Such at- 
tacks may irritate; they frequently 
arouse sympathy for the person against 
whom they are directed; and they sel- 
dom persuade. 
IX 
If further information or data is re- 
quested or volunteered, prepare it well. 
Reviewers are flattered and im- 
pressed by exhibits and memoranda of 
quality, such as are more commonly 
prepared for courts. As a general rule, 
the expense and effort of preparing 
these for courts is disproportionate to 
that of preparing them at the lower 
levels where many facts and issues 
crystallize. 
x 
Sit down. Nothing is more irritating 
than to have a taxpayer or his counsel 
continue to consume the time of the 
Reviewer, after he has adequately cov- 
ered the points of his argument. The 
fact that the Reviewer is indulgent 
does not justify an abuse of such in- 
dulgence. Also, the fact that an hour 
may be allowed for a conference does 
not mean that you have a contract to 
talk for an hour. The statement that 
you have concluded is invariably 
greeted with a smile. 
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CORPORATE & PERSONAL PROBLEMS IN 


Taxation of compensation 


EDITED BY JOHN P. ALLISON, LI.B. 


Stock option, not profit from its exercise, 


is compensation, says 


THE ENACTMENT of I.R.C. Sec. 130A in 
1950 was supposed to solve the 
troublesome problem of how to provide 
incentive compensation for corporate 
executives. It authorized the issuance 
of “restricted stock options” to em- 
ployees, and provided that (a) under 
specified circumstances no tax would 
be imposed on exercise of the option 
and (b) all, or substantially all, the 
profits from sale of the option stock 
would be taxed as capital gain. But 
the rules are many and complicated, 
and the requirement that the op- 
tion price be at least 85% of the 
value of the stock is difficult to satisfy 
if there is no readily ascertainable 
market price — which means in most 
cases. Finally, restricted stock options 
are unavailable if the employee and 
members of his immediate family to- 
gether own 10% of the outstanding 
stock. 

A solution for cases in which the 
statutory device is useless has recently 
been indicated by the Seventh Circuit 
Court of Appeals in McNamara v. 
Commissioner, decided on February 
23rd of this year. 


A very interesting case 

The facts in McNamara. In 1944 Mc- 
Namara, then employed by Kroger 
Grocery & Baking Company, was ap- 
proached by a large stockholder of Na- 
tional Tea Company to take over the 
management of that company. He was 
agreeable, provided that he received a 
salary increase and an opportunity to 
acquire National stock. In February, 
1945, he was offered a one-year con- 
tract with a fixed salary plus a per- 
centage of net profits, and an option 
to acquire 12,500 shares of National 
stock at $12 a share at any time during 
the contract term. The stock was then 
selling at $15.25 a share. Negotiations 


7th Circuit 


continued until August, when a two- 
year contract was signed. The directors 
simultaneously adopted a_ resolution 
approving the issuance to McNamara 
of a freely assignable option to acquire 
12,500 shares of National stock at $16 
a share (it was then selling at $19), as 
additional compensation for the cur- 
rent year. 

On his 1945 income tax return Mc- 
Namara reported and paid tax on 
$16,375 as the value of the option. Na- 
tional deducted the same amount on 
its return for that year. McNamara 
exercised his option in 1946 and 1947, 
when the market value of the stock 
had substantially increased. 


The Tax Court upheld the Commis- 
sioner in taxing McNamara on the 
spread between the option price and 
the market value of the shares on the 
dates of purchase, on the ground that 
the option had been intended as com- 
pensation. 

The Court of Appeals reversed. It 
held that only the option, and not the 
profit from its exercise, was the in- 
tended compensation. The facts on 
which it relied were: 

1. The language of the resolution 
stating specifically that McNamara’s 
compensation for the current year in- 
cluded the option. 

2. The income tax treatment of the 
option by both McNamara and Na- 
tional on their 1945 returns. 

3. The statement in National’s an- 
nual report to the SEC, that considera- 
tion for the option was “services ren- 
dered and to be rendered”. 

4. The free assignability of the op- 
tion, and McNamara’s right to exercise 
it regardless of whether he continued 
in National’s employ. 

5. The increase in the option price 
during the period of negotiations, re- 


taining the spread of approximately $3 
a share which existed at the time ne- 
gotiations were begun. 

The Court distinguished two earlier 
cases where tax was imposed on the 
spread between option price and value 
at the date of exercise, on the ground 
that in neither did the evidence estab- 
lish that only the option itself, rather 
than the profit from its exercise, was 
the intended compensation. 


This is the rule we get. This, then, 
is the way to provide capital gain op- 
portunities for executives whenever 
Sec. 130A cannot be used or is un- 
satisfactory. 

1. Make sure that the option has a 
substantial value when granted. It 
should be freely assignable, and ex- 
ercisable whether or not employment 
continues. To guard against exercise 
at a time when the parties may be un- 
friendly the corporation may reserve 
a “call”, but the call price should 
always exceed the option price. It 
must be borne in mind that restrictions 
on saleability of the stock reduce and 
may eliminate the value of the option. 

2. The contemporary papers should 
establish the intention of the parties 
that the option itself was intended as 
compensation. 

3. The income tax returns of the 
parties should be consistent with such 
intention, i.e., the employee should re- 
port the value of the option as income 
and the employer should deduct its 
value as compensation. Note also that 
this method, unlike Sec. 130A, gives 
the employer a full deduction for the 
value of the option. 


How good is McNamara doctrine. 
Will McNamara be followed by other 
courts? We believe so, provided the 
indicated safeguards are taken. The 
regulations have long provided that 
when property is transferred by an 
employer to an employee for less than 
its full value, the excess of value over 
cost to the employee is taxable com- 
pensation. An option to buy stock at a 
bargain price, particularly if freely ex- 
erciseable and assignable, is “prop- 
erty”. When such an option is trans- 
ferred to an employee, it would seem 
that the entire intended benefit was 
conferred when the option was issued. 
How, then, can there be additional 
compensation when the option is later 
exercised? 

In Smith v. Commissioner, 324 U.S. 
177, which is the cornerstone of the 
government’s argument that gain on 
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the exercise of an employee’s stock 
option is taxable as compensation, the 
option was valueless when granted. 
The Court recognized that if the option 
itself had been valuable, such value, 
rather than the later gain, might have 
been the compensation. 


What about 130A? One question re- 
mains: McNamara involved taxable 
years before the enactment of Sec. 
130A. In that section Congress set 
forth elaborate rules for exempting 
from tax the gain on the exercise of 
an employee’s stock option. Does that 
mean that McNamara is inapplicable to 
options granted after the enactment of 
Sec. 130A, so that their exercise now 
necessarily results in the receipt of 
compensation income? The answer is 
in the Senate Finance Committee Re- 
port on Sec. 130A. It states that “The 
section contains no rules applicable to 
transactions respecting stock options 
which are not restricted stock options 
as defined in the section”. 

In other words, unrestricted stock 
options must be judged without regard 
to the statutory rules. McNamara 
should, therefore, still apply to post- 
1949 options. This conclusion is not af- 
fected by pending H.R. 8300. 


Injunction-proof stock option 
plans: Effect of state law 


TAX MEN, like other specialists, some- 
times forget that their problems fre- 
quently cut across other fields of law. 
Unawareness of the pitfalls in these 
other areas may be as disastrous to the 
client as ignorance of an Internal 
Revenue Code provision. This is pointed 
up by a Comment by Eugene Garfinkel 
in the California Law Review, Fall, 
1953, discussing the many corporate 
problems presented by stock option 
plans. He notes that several states, in- 
cluding California, Pennsylvania, IIli- 
nois, Maryland, Michigan, New Jersey, 
New York and Ohio, already have 
adopted specific legislation dealing with 
such plans. Undoubtedly other states 
will do likewise. To draft an option 
plan without familiarity with the statu- 
tory and case law may have catastro- 
phic results. 

Mr. Garfinkel points out that stock 
options present merely one aspect of 
the compensation problem. As a gen- 
eral rule the courts are reluctant to 
interfere with the judgment of di- 
rectors as to the reasonableness of 
compensation. It is settled that if the 


compensation of an officer is fixed by 
a disinterested majority of the directors, 
or if a majority of the stockholders 
ratify the directors’ action, an attack- 
ing stockholder must show that the 
compensation was so excessive as to 
constitute a gift in whole or in part. A 
great disparity between option price 
and market value at the time of grant 
is a vulnerable factor. On the other 
hand, a subsequent rise in market 
price, though creating a great disparity 
when the option is exercised, is un- 
objectionable. 

The fact that under a Sec. 130A stock 
option plan the corporation loses its 
deduction has been held insufficient, 
by itself, to invalidate a plan. It is, 
however, a factor which must be taken 
into account by the directors, Kaufman 
v. Shoenberg, 91 A. 2d 786 (1952). 


Danger of improper gift. A Court is 
likely to find an improper gift of cor- 
porate assets if a stock option plan is 
not reasonably calculated to insure 
that the corporation will obtain the 
services of the optionee, Kerbs v. Cali- 
fornia Eastern Airways, Inc., 90 A. 2d 
652 (1952). Thus a plan cannot be 
created merely to compensate for past 
services; it must be designed as an 
exchange for future services. The best 
way to accomplish this, of course, is to 
tie the employee down with an em- 
ployment contract. A mere hope that 
the employee will remain on the pay- 
roll is insufficient, Holthusen v. Ed- 
ward G. Budd Mfg. Co., 52 F. Supp. 
125 (1943). A contract, however, is 
not always necessary. A New Jersey 
Court has gone so far as to hold that 
an option, clearly granted as an in- 
centive, was valid though there was no 
danger of losing the employee’s serv- 
ices, Eliasberg v. Standard Oil Co., 92 
A. 2d 862, (1952). See also Clamitz v. 
Thatcher Mfg. Co., 158 F. 2d 687 
(1947). 

The mere ratification of a_ stock 
option plan by stockholders does not 
conclusively establish its validity un- 
less it is unanimous, Rogers v. Hill, 289 
U.S. 582 (1933), and for a ratification 
to be at all effective there must have 
been a full disclosure of all material 
facts to the stockholders. 

So far as Sec. 130A plans are con- 
cerned, Mr. Garfinkel summarizes the 
necessary ingredients of an injunction- 
proof plan as follows: 

“(1) That the option meet the re- 
quirements of Section 130A. 

(2) That the aggregate compensation 
to optionees including any value 
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attributable to the option be rea- 
sonable. 

(3) That the stated objectives of the 
plan include the retention of 
existing employees’ services, or 
inducement to others to enter the 
company’s employ. 

(4) That retention or acquisition of 
such services be stipulated as the 
consideration for the options. 

(5) That optionees be required to 
perform services for a material 
period of time before they are 
granted an option and have the 
privilege of exercising it. An 
employment contract easily ful- 
fills this requirement. 

(6) That ratification by majority of 
shareholders of the objectives and 
content of the plan be obtained. 
All material facts should be dis- 
closed to the shareholders. Listed 
companies, as well as unlisted 
companies using the mails or 
other interstate facilities, must 
submit proxy statements to the 
SEC. 

(7) That a time limit be set beyond 

which an option cannot be granted 

or exercised. 

That any pre-emptive rights of 

the shareholder be complied with, 

waivers obtained, or the barrier 
removed by amendment. 

(9) That all applicable local law be 
followed.” 

the first item, all the 

others are equally applicable to non- 

statutory option plans, such as that 
suggested in the preceding comment. 
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Except for 


How to avoid discrimination 
in termination of exempt plans 


TERMINATION OF A PENSION PLAN after 
oniy a few years of operation neces- 
sarily results in discrimination against 
the rank-and-file younger employees. 
To prevent this, a special rule is ap- 
plied whenever the annual pension or 
annuity provided for any of the twenty- 
five highest paid employees exceeds 
$1,500 and is paid by employer contri- 
butions during the first ten years of 
the plan’s existence. 

The termination rule was developed 
to implement the statutory prohibition 
against discrimination in favor of 
stockholders, officers, supervisory and 
highly compensated employees. Such 
employees are generally in the older 
group, so that their benefits are funded 
more rapidly than those of the rank 
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and file. Termination of a pension plan 
after only a few years of operation 
will, therefore, necessarily result in 
discrimination against the latter. 

Isidore Goodman, Technical Advisor 
in Charge, Pension Trust Branch of the 
LR.S., has recently written on termi- 
nation of exempt employee pension 
plans. (Taxes, January 1954, at p. 48). 
While HR 8300 may require some 
changes in the formula, the underly- 
ing principle is unaffected, so that Mr. 
Goodman’s observations are still 
timely. 


Here is Mr. Goodman’s summary of 
the rule: “If the plan is one to which 
the rule is applicable then it is re- 
quired that it provide for a limitation 
on employer contributions so that such 
contributions which are used to pro- 
vide benefits for any of the 25 highest- 
paid employees will not exceed, over 
the entire ten-year period: 

(1) $20,000, or 

(2) The lesser of 

(a) Twenty percent of the em- 
ployee’s annual compensation, 
(b) or $10,000 
multiplied by the number of years since 
the establishment of the plan. 

“It is also required that the full cur- 
rent cost of the plan must be met. 

“The rule does not affect the deduc- 
tion that may be allowable with re- 
spect to contributions. Neither does it 
affect the payment of full current ben- 
efits upon retirement as long as the 
plan is in operation and employer con- 
tributions are made. It restricts, how- 
ever, the payment of future benefits ,to 
highly compensated employees by pre- 
cluding a guaranty that such benefits 
will be paid unless the specified con- 
ditions are complied with. Provisions 
containing these conditions are to be 
incorporated in the plan; in a trusteed 
case, in the trust indenture; and in a 
non-trusteed annuity plan, in the an- 
nuity contract.” 

This is not all. If a plan is abandoned 
shortly after its adoption, the deduc- 
tions previously taken (in years still 
open) may be disallowed. Mr. Good- 
man continues: 

“Abandonment of a plan within a few 
years after it has taken effect will be 
evidence that the plan from its incep- 
tion was not a bona-fide program for 
the exclusive benefit of employees in 
general. Such evidence, however, is 
merely presumptive and may be re- 
butted by an appropriate showing to 
the contrary, such as, for example, that 
the plan had to be terminated because 
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of ‘business necessity’ or, if not due to 


bankruptcy or insolvency, was neces- 
sitated by other compelling business 
considerations, such as a sale or trans- 
fer of the employer’s business.” 

Amendments curtailing pension ben- 
efits are treated as partial terminations 
and are therefore judged by the same 
criteria. On the other hand he says: 

“Benefits may be reduced without 
necessarily effecting an objectionable 
curtailment. The modification of a 
pension plan with a $3,000 or $3,600 
salary classification extending it to an 
all-coverage plan, but reducing the 
vesting or benefit provisions, may be 
found acceptable.” 

Finally, it is obvious that the sus- 
pension of payments into a trust may 
have the same effect as termination or 
curtailment. But he goes on: 

“If the plan had previously been 
sufficiently funded so that a suspension 


will not reduce or stop the contemp- 
lated benefits, and if the unfunded past 
service cost at the inception of the plan 
does not increase, no adverse conse- 
quences result from the suspension. If 
these requirements are not met, the 
plan is processed as a termination or 
curtailment. This does not necessarily 
mean that an adverse determination 
will follow. If a ‘valid reason’ exists 
and the prohibited discrimination is 
not present the requirements of Mim- 
eograph 6136 are met.” 

Mr. Goodman points out that while 
advance approval of a termination is 
not required, advance notification is, 
and a ruling will be issued by the 
local office if requested. There is a re- 
view in Washington, but if all facts 
have been disclosed the ruling will 
under no circumstances be reversed 
retroactively, although prospective 
changes may be required. 





New Decisions this month 

NEW DECISIONS HANDED DOWN during the 
past month affecting the taxation of 
compensation are summarized below: 


Back Pay — Sec. 107. Money paid mem- 
bers of Fleet Reserve in 1953 (after 
litigation over method of computation) 
is not “back pay” for Sec. 107 purposes 
with respect to pay for period between 
date of retirement and August 10, 
1946 —the date of enactment of law 
increasing pay — because there was no 
legal obligation to pay. Additional 
compensation from August 10, 1953 to 
1953 is back pay under Sec. 107(d). 
Rev. Rul. 54-138, 


TAXABILITY OF EMPLOYEE’s Trust. The 
employer was obligated not to make 
contributions to fund but rather to pay 
full amount of benefits after em- 
ployee’s contribution would be con- 
sumed. The trust will not fail to qual- 
ify as tax exempt under Sec. 165 I. R. 
C. for this reason. 


DEDUCTIBILITY OF PENSIONS. Retire- 
ment benefits to employees under this 
plan are deductible as paid. Rev. Rul. 
54-152, I. R. B. 1954-18. 


FEeLLOwsHiIp. Taxpayer received a 
post-doctoral fellowship at University 
from funds of National Institute of 
Health for research on anti-malarial 
drugs. The research program was 
planned by the head of the depart- 
ment. Taxpayer did no teaching and 
received no university credit. The tax- 


payer is held to have performed serv- 
ices for compensation and was taxable. 
Ti Li Loo, 22 TC No. 30, 4/30/54. 


Back Pay—Sec. 107. Economic con- 
sultant hired in 1943 as advisor to 
stockholder officer of aircraft engine 
company. Employer sold stock in 1945 
and agreed to pay taxpayer in 1945 for 
services to end of 1946. Taxpayer en- 
titled to calculate 1945 tax under Sec. 
107. Maurice H. Van Bergh, TCM 1954 
—18. 


Back Pay—Sec. 107. Employee au- 
thorized his attorney to commence suit 
for fees. After formal demand, but be- 
fore service of summons, the employer 
paid. The Court held that the statu- 
tory requirement of an event “similar 
in nature” to commencement of Court 
proceedings had been met. The pay- 
ment is taxed as back pay. Tax Court 
is reversed. Dingwall v. Comm., CA— 
2, 4/5/54. 


Miitary RETIREMENT Pay. Explains 
various income and estate taxation 
questions with respect to annuities re- 
ceived by widow or child of service- 
man who elected reduced retirement 
pay under the Uniformed Services 
Contingency Option Act of 1953. Rev. 
Rul. 54-144. 


Movinc Expense. Expenses reimbursed 
by employer (which withheld income 
tax from reimbursement), is includible 
in employee’s taxable income. Forest 
W. Rice, TCM 1954-15, 4/23/54. 
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MANAGEMENT OF THE 


Professional tax practice 


.... AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 


Privilege not extended to lawyer, or 


lawyer-CPA, while doing non-legal work 


JUDGE BONE OF THE NINTH CIRCUIT tells 
us that communications between a 
lawyer-CPA and his client may or may 
not be privileged, depending upon 
whether the work done is legal or ac- 
counting work. Similarly, he says, com- 
munications with a lawyer may not be 
privileged if he is doing non-legal 
work for the client. These observations 
were made a few weeks ago in the de- 
cision in the Olender case (9th Cir. 
2/15/54), reversing an unreported case 
in the U. S. District Court for Northern 
California. Here are the significant 
passages in the decision. 


The Ringo Testimony. Charles R. 
Ringo was engaged by appellant early 
in the year 1948 to prepare a net worth 
statement for appellant after the in- 
vestigation by the Internal Revenue 
Bureau of appellant’s tax matters had 
been commenced and Bureau Agents 
had requested such a statement. Ringo 
also prepared appellant’s tax returns 
for the years 1947 and 1948. Ringo was 
both a certified public accountant and 
an attorney qualified to practice law in 
the State of California. 


Trial court was correct 

The government called Ringo as a 
witness. The defense objected to 
Ringo’s testimony concerning communi- 
cations made to him by appellant on 
the basis of the attorney-client priv- 
ilege. The trial court overruled the ob- 
jection and ruled that Ringo could 
testify as to “accounting matters.” Ap- 
pellant attacks this ruling on the 
ground that it is impossible to segregate 
the functions of an attorney-accountant, 
engaged to perform a single integrated 
task, into “accounting matters” and 
“legal matters.” We do not pass upon 


this argument, for the trial court later 
explained the basis of his ruling as fol- 
lows: “* * * in the instant case there 
is no evidence at all that the gentle- 
man, Mr. Ringo, at any time functioned 
as a lawyer, or in fact the defendant 
employed him as a lawyer. He was em- 
ployed as an accountant solely and 
simply.” The trial court referred in this 
connection to a previous decision in 
which he had stated the rule as follows: 
“If * * * a lawyer undertakes to trans- 
late his activities into those of an ac- 
countant * * * it would seem ele- 
mentary that the transactions in ques- 
tion would not be clothed with the 
privilege.” United States v. Chin Lim 
Mow, D. C., N. D. Cal., S. D., 12 F. R. 
D. 433, 434. 

We think the ruling of the trial court 
was correct. The attorney-client priv- 
ilege is limited to communications 
made in the course of seeking legal 
advice from a professional legal ad- 
viser in his capacity as such. 8 Wig- 
more on Evidence § 2294. Thus, com- 
munications to an attorney in the 
course of seeking business rather than 
legal advice are not privileged, United 
States v. Vehicular Parking, D. C., D. 
Del., 52 Fed. Supp. 751; nor are com- 
munications to an attorney who acts 
simply as a scrivener of deeds, or who 
simply deposits money in a bank for 
his client. Pollock v. United States, 5 
Cir., 202 Fed. (2d) 281 [53-1 vustc 
9229]. Coming a bit closer to the 
instant case, the privilege has been held 
inapplicable to communications to one 
who was both an attorney and ac- 
countant where made solely to enable 
the practitioner to audit the client’s 
books. In re Fisher, D. C., S. D. N. Y., 
51 Fed. (2d) 424; or to simply prepare 
a federal income tax return. Clayton v. 


Canida, Civ. App. Tex., 223 S. W. (2d) 
264; see also United States v. Chin 
Lim Mow, supra. 

In the light of these authorities, we 
think the communications sought to be 
excluded in the instant case were out- 
side the scope of the privilege. So far 
as the record shows, the only purpose 
for which Ringo was hired was the 
preparation of appellant’s net worth 
statement and his tax returns. All of 
his activities appear to have been inci- 
dental to those tasks. It is significant 
that appellant, on the advice of a 
friend, went to an accounting firm to 
secure the services of Ringo, who was 
a member of the firm, and that the mo- 
ment a question arose as to whether 
certain information should or should 
not go into the net worth statement 
appellant and Ringo went to Monroe 
Friedman, appellant’s attorney, to seek 
legal advice on the matter. When asked 
why he wanted a lawyer to prepare 
the net worth statement, appellant 
testified that there were many items 
which concerned his mother, who was 
old and in bad health, and that he did 
not want those items disclosed. But 
this, if believed, establishes only that 
appellant desired an accountant he 
could trust. It did not make the trans- 
action one in which appellant sought 
legal advice from a lawyer in his ca- 
pacity as such, as the rule requires. In 
sum, the record does not support the 
conclusion that Ringo was hired as an 
attorney but indicates instead that he 
was engaged simply as an accountant 
to prepare a financial statement and 
income tax returns, and to do nothing 
more. 


Did client want privileged CPA? 

At the outset of Ringo’s testimony 
and after he had stated that appellant 
told him that he wanted an attorney 
who was an accountant to prepare his 
net worth statement, counsel for the 
defense, on voir dire, asked Ringo this 
question: “And at this time the rela- 
tionship of attorney and client was set 
up?” The government objected on the 
ground that the question called for the 
opinion and conclusion of Ringo, and 
the court sustained the question. Ap- 
pellant contends that this was error. 
We think not. Had Ringo answered 
“ves” to the question it.would have 
meant little, for the answer would 
merely have been Ringo’s legal con- 
clusion on a question which had ulti- 
mately to be decided by the court on 
the basis of all the pertinent facts. The 
court might properly have taken the 
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opinion of Ringo on this question but 
we do not think it was obliged to do so. 


Continuing the practice when 
a sole practitioner dies 


LAWYERS WILL, we think, get almost as 
much help out of these recommenda- 
tions as will CPAs, despite the fact that 
it was a subcommittee of the commit- 
tee on individual practitioners of the 
American Institute of Accountants that 
produced them. The subcommittee, 
composed of Theodore N. Perry, Orin 
Contryman, Stanley Miller, and Myron 
E. Guill, observes that unless a certi- 
fied public accountant provides some 
means for continuing his practice in 
the event of his disability or death, the 
practice is likely to be dissipated and 
the value of the CPA’s estate unneces- 
sarily decreased. While partnership 
contracts usually do provide for such 
events, the individual practitioner must 
seek other means. 

This report explores several possible 
ways of continuing a practice. 


Legal Will. The most satisfactory 
arrangement is a legal will containing 
detailed instructions on the disposition 
of the practice. These instructions 
should: 

1. Provide for the transfer of the prac- 
tice immediately after the testator’s 
death, since delay reduces its realiz- 
able value. 

2. Name two or three disinterested 
persons, or one person with several 
alternates, to dispose of the right to 
continue the practice. It is generally 
thought to be inadvisable to have a 
widow dispose of the practice. 


Writter Agreement. A CPA may 
have a pre-death agreement in writing 
with another individual practitioner 
(possibly on a reciprocal basis), with 
a partnership or with assistants to con- 
tinue the practice. The successor to the 
practice and the estate of the deceased 
should agree on the allocation of a 
specific amount or percentage of 
receipts. 


“Disaster Committees.” Formation of 
“disaster committees” in the state so- 


cieties could aid in continuing the prac- 
tices of deceased CPAs who have made 
no other provision. Suck committees — 
probably functioning through the state 
society secretary rather than dealing 
directly with the widow or other sur- 
impartial ad- 


vivor— might act as 
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visers to the estate and the successor 
to reach a satisfactory agreement in 
the best interest of the clients. 

A “disaster committee” might also 
assist temporarily disabled CPAs to 
prevent their practices from dwindling 
away. 

Also, it should be emphasized again 
that each individual is best qualified to 
plan during his life time for the con- 
tinuation of his practice after his death. 
In comparison the work of the “disas- 
ter committee” will be makeshift. 
Nevertheless, since some CPAs — often 
despite their intentions —neglect the 
disposition of their own affairs, some 
provision should be made for them. 

Several miscellaneous points should 
also be noted: 

* The individual practitioner’s work- 
ing papers should be prepared in such 
a manner that adequate information is 
available to successors. His own records 
should be so kept that current billings 
can be made and that a successor can 
review his operations. 

* Recognition must be given to the 
rule of ethics which prohibits trans- 
ferring the ownership of working 
papers without the clients’ consent. 

* Terms agreed upon for the continua- 
tion of a practice should preferably not 
be discussed with clients, but no at- 
tempt should be made to force a client 
to accept a successor CPA. 

* The value of a practice is difficult to 
determine, and whenever possible the 
advice of disinterested experts should 
be sought. In selling libraries, for ex- 
ample, the advice of professional ap- 
praisers is useful, particularly concern- 
ing out-of-print bulletins and cases. 

* The method used in taking over a 
practice should be termed “continua- 
tion of a practice” rather than the 
“purchase of a practice.” 


Accountants coordinate 


state societies’ tax views 


A NEW ARRANGEMENT FOR ASSEMBLING 
reactions to tax legislation from ac- 
countants throughout the country has 
recently been worked out by J. S. Seid- 
man, chairman of the committee on 
federal taxation of the American Insti- 
tute of Accountants. His committee 
usually speaks for the Institute of- 
ficially, and in general by implication, 
for the whole accounting fraternity. In 
order that the maximum representation 
in these conclusions be achieved, Mr. 
Seidman has invited all the state so- 
cieties of certified public accountants 
to contribute comments, suggestions 





and criticisms on the current legisla- 
tion for inclusion in the Institute rep- 
resentations to Congress. This system 
was used in the recent testimony on 
HR 8300, and apparently everyone is 
satisfied with the results. 

Arrangements of this kind are gen- 
erally considered to be a considerable 
advance over the sometimes autocratic 
performance of organization commit- 
tees, and go a long way to insuring that 
official statements do in fact represent 
the well-considered opinion of a fair 
cross-section of an organization’s mem- 
bership. 


How to deal with new man’s 
fateful first day in office 


SUCCESSFUL, WELL-ESTABLISHED MEN 
(such as are all readers of this journal) 
don’t remember the anguish of their 
first day in a new job, but our opera- 
tives in the field keep reminding us 
that it’s a pretty gruesome experience. 
Tense, uncertain, nervous, lonely. How 
does he see you, his new employer? 

Aside from the obviously humane 
virtue of helping the new man get ac- 
customed to you and your ways, it 
usually pays off in quickened effective- 
ness on the job. Joseph F. Sullivan, a 
partner of Alexander Grant & Co., 
Chicago, feels the same way, for this is 
how his firm welcomes a recruit. He 
says: 

“Upon reporting for work on the first 
morning our personnel supervisor takes 
charge of the man. After completing 
the necessary social security forms he 
is given a key to the office, a copy of 
our Statement Presentation Manual, 
both of which are his while in our em- 
ploy, and also a copy of our Employee’s 
Manual. The Employee’s Manual sets 
forth all of the personnel policies of 
the firm. The man is requested to read 
this thoroughly and return it to the 
personnel supervisor and at that time 
ask any questions about things that 
may not be clear. 

“The personnel supervisor, on the 
first morning, will introduce the man 
to those who are in the office at the 
time. He will tell him about some of 
our operating policies. He will also re- 
view the man’s application for the pur- 
pose of determining how long the em- 
ployee has been out of school and, if 
necessary, suggestions will be made as 
to what books might be read or re- 
viewed. The personnel man will also 
see that the new employee does not 
have lunch alone on that eventful first 
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day. As a matter of fact, the man is 
never left alone for a long period of 
time. 

“When it is time for our new man to 
go on an assignment (we follow the 
practice of assigning a man to the job 
as soon as possible) the person to whom 
he is assigned is told that his assistant 
is a new employee and is instructed to 
work with him as closely as possible, 
and to be sure that instructions are 
definitely understood before the man 
is permitted to work on the assign- 
ment. Perhaps our indoctrination pro- 
gram isn’t perfect, but it is much bet- 
ter than permitting a new man to sit 
in the staff room with nothing to do 
until he is assigned to an engagement.” 


Fee and billing practices of 
management consultants 


APPARENTLY MANAGEMENT CONSULTANTS 
CHARGE FEES on about the same basis as 
accounting firms, judging from some 
figures revealed in Fortune’s piece on 
management consultants in May. The 
general belief that accounting firms 
charge at about two-and-one-half di- 
rect labor costs fits in with this study 
which reports salaries as 49% of fees 
charged. 

The billing practices of consultant 
firms vary widely, says Fortune 
(which was kind enough to let us 
quote the following passages). 


Figuring the bill. The billing prac- 
tices of consultant firras vary widely, 
but their basic problem, like every 
other businessman’s, is to charge 
enough to cover their overhead and 
make a profit (the latter usually ap- 
pearing as bonuses for the partners). 
As shown in the breakdown of one 
consultant’s 1953 income (see box at 
the right), overhead may be high and 
profits not exorbitant. In the case of 
this consultant, the total income from 
fees, which averaged $130 per man per 
day, provided a margin of 15 per cent 
for bonuses and undistributed profits; 
close to half the firm’s gross went to 
pay the salaries of twenty consultants. 
Many other firms, however, figure that 
to make money they must bill from 
two and a half to three times or more 
what they pay out in staff-consultant 
salaries. 

One important reason for this ratio 
of salaries to fees is that consultants 
can figure on billing only part of the 
potential working time of their staffs. 


MANAGING THE PROFESSIONAL TAX PRACTICE * 47 


A fairly common estimate is that a 
firm can count on billing only about 60 
per cent of a man’s time, or 150 days 
out of 260 working days a year. The 
rest will be idle time and travel time 
to and from jobs (and, of course, vaca- 
tions, sick leaves, and holidays). 

Therefore, taking $150 a day as an 
average fee, and assuming 150 working 
days as the maximum billable time of 
each consultant, each man might be 
expected to produce a maximum of 
$22,500 in annual billings. 


Tremendous range found 

Surprisingly, however, in a group of 
thirty-five large and small consultants 
analyzed by Fortune, the average an- 
nual billing per consultant ranged from 
$7,300 to $73,000. About half these firms 
were billing less than the theoretical 
maximum annual earning power of 
$22,500 per man, but half were billing 
more, and some very much more. The 
firm whose average annual billing per 
consultant came to $73,000 had total 
1953 billings of $2,200,000, or more than 
three times the theoretical man-hour 
potential of its thirty consultants. How 
are such differences possible? 

A part of the spread is accounted for, 
of course, by the fact that both the 
daily billings for a consultant’s time 


and the number of days he works a 
year can, in fact, vary widely from the 
averages of $150 a day and 150 days a 
year. The average daily fee per con- 
sultant, for instance, may be far above 
$150 if most of the firm’s consultants 
are partners who charge $250 or more 
per day for their services. And some 
firms can keep their consultants busy 
on jobs for much more than 60 per 
cent of their working hours; one firm 
says its men work nearly 90 per cent 
of their potential weekday time (and 
its foreign clients are billed a full 
seven-day work week for consultants 
working abroad). 


Personal expenses included 

The gross billings of a firm almost 
always include considerable extra 
charges to the client for the traveling 
and living expenses of staff consultants 
while they are on a job. Most consult- 
ing firms try to keep their traveling 
men happy by letting them go home 
for frequent weekends, and some, like 
Heller Associates, encourage their con- 
sultants to spend every weekend with 
their families. The traveling tab on 
individual jobs may run up to 20 per 
cent or more of a gross bill to the 
client. Such charges, of course, are no 
source of profit to a consultant. 





Office salaries 


Income taxes 





How Much Money Does a Consultant Make? 


MANAGEMENT CONSULTANTS are very closemouthed about their financial 
operations, and as a result many clients have been suspicious of their fees. 
That the fees may in fact be clusely related to a consultant’s actual costs is 
revealed by the figures below, which were supplied by the firm of John L. 
Schwab Associates of Bridgeport, Connecticut. Schwab thinks that busi- 
nessmen ought to know how consultants run their business. Typical of 
many consulting firms, his firm, originally concentrated on improving plant 
operations, now deals with many top-management problems. The distribu- 
tion of Schwab’s labor costs and overhead, and his profit margin, are 
probably comparable to that in many other firms. Schwab’s crew of nine- 
teen consultants are billed to clients at $130 a day, while Schwab charges 
$250 a day for his own services. Last year the firm billed seventy-seven 
clients a total of $225,000, which breaks down like this: 

Consultants’ salaries (20 men)...... 
Bonuses (distributed quarterly).... 
Travel and entertainment.......... 
Rent and maintenance.............. 
Training material, textbooks, etc..... 
Insurance for employees............ 
Depreciation on equipment......... 
Taxes, payroll, and general.......... 


Net profit (reserved for contingencies)................ 


eet aae pecan wees $110,250 49.0% 
erro rerieie 20,475 9.1 
Liege tet carbon 9,000 4.0 
COLT Teer 14,625 6.5 
KARE ebsseee eee 5,625 2.5 
Dain Akane oni ote 8,550 3.8 
ort yerren rr tT 4,500 2.0 
a kehseeiw kad wee 2,475 1.1 
Sea wONAe dee ORe ee 2,700 1.2 
rete Tere rer. 20,475 9.1 
26,325 11.7 
eee eT ST $225,000 100% 


Total 1053 Biliigs......s.ccccckeoes 
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How to file joint income-tax return 


for year in which death occurs 


SOME TRICKY QUESTIONS arise in filing 
the joint income-tax return for spouses’ 
fiscal years made non-identical by rea- 
son of death. Not the least of these is 
possible liability of the fiduciary flow- 
ing from his consent to the joint filing. 
We asked L. J. Schmelz, trust officer 
of The Bank of New York, how he 
would advise the tax man and fiduciary 
to proceed, and he gave us these 
comments. 


When joint return may be filed. Hus- 

bands and wives may split their income 
for income tax purposes provided they 
file a joint return. A joint return is 
not permissible if the husband and wife 
have different taxable years. This rule 
is abrogated in case of the death of 
either or both of them, if, but for their 
deaths, their taxable years would be 
the same. The law does not permit a 
joint return of the survivor and the 
deceased spouse for any taxable year 
of the survivor beginning after death 
of the deceased. The privilege of a 
joint return is also denied if the sur- 
viving spouse remarried before the 
close of the taxable year. 
‘In the case of death of one spouse, 
or of both spouses, the joint return 
may be made only by the executor or 
administrator, and not by a person 
who has possession of the property. 
(There are certain exceptions which 
are unusual and not pertinent to this 
article.) If a joint return is filed by 
anyone other than the fiduciary, the 
fiduciary may disaffirm such joint re- 
turn. The time limit to disaffirm is 
within one year after the last day pre- 
scribed by law for filing the return of 
the surviving spouse. 

Neither the surviving spouse nor the 
legal representative of the deceased 
spouse may force the other to file a 
joint return. The filing of such a return 


is the subject of agreement. The mere 
filing of a joint return obligates the 
taxpayers to a joint and several lia- 
bility for the payment of the total tax. 

The decedent, in his Last Will and 
Testament, may provide for the filing 
of a joint return in the year of death 
and for the payment of the tax due 
thereon as a debt of his estate. 

If a joint estimated tax declaration 
is made by husband and wife, and 
thereafter one spouse dies, no further 
payments of the estimated tax on ac- 
count of the joint declaration are re- 
quired from the estate of the decedent. 
The surviving spouse, however, is re- 
quired to file a separate estimated tax 
declaration for the taxable year and to 
pay the estimated tax thereon. The 
payments made pursuant to the joint 
declaration .may be divided between 
the decedent and the surviving spouse, 
in such manner as the surviving spouse 
and the representative of the decedent 
may agree. The fiduciary, in deciding 
an apportionment of the payments 
made on the joint declaration, should 
determine which spouse made the pay- 
ments. If the deceased made them, 
and the will is silent as to the filing 
of a joint return and the payment of 
the tax, it may be that such payments 
will be considered as an incompleted 
gift inasmuch as the payments were 
made before the tax return was com- 


pleted and the tax determined, result- 
ing in the entire payment being re- 
fundable to the estate or used to pay 
its share of the tax due. 

Exhibit I is a schedule of a compu- 
tation of the apportionment of the tax 
shown on a joint return, and Exhibit 
II is an apportionment of tax savings: 








Exuisit II: Tax Savzncs to Eacu Spouse 
Tax on ax on 
Separate Joint 
Return Return Tax Savings 
J.D. $7,362.97 $5,620.76 $1,742.21 
M.D. 96.00 73.28 22.72 
Total $7,458.97 $5,694.04 $1,764.93 


Possible liability of fiduciary. The 
fact that joint filing obligates the tax- 
payers to joint and several liability for 
payment of the total tax, as indicated 
above, places certain liability on the 
fiduciary when he is a party to the 
joint filing. The fiduciary should care- 
fully consider the advisability of sub- 
jecting the estate of the deceased to a 
tax greater than would be due if a 
separate return was filed. If the surviv- 
ing spouse should become incapable of 
paying a share of the tax, the fiduciary 
may be surcharged for having incurred 
the additional liability for having 
acquiesced in the filing of the joint 
return. 

The fiduciary might want to protect 
himself by entering into an agreement 
with the surviving spouse providing 
that: 

(1) The fiduciary shall not be liable 
for the amount of any interest or pen- 
alty payable on the joint income tax 
liability, resulting from any error or 
omission by or on behalf of the surviv- 
ing spouse in the furnishing of infor- 
mation to the fiduciary for use in the 
preparation of the joint return. 

(2) The liability of the fiduciary for 
tax and any other interest or penalty 
payable in consequence of filing the 
joint return shall not exceed the lesser 
of the following: 

(a) The amount of the ultimate 
liability of the fiduciary if the fi- 
duciary had filed a separate return. 





Exurerr I: 


JoHN Dor & Mary Dore 


Computation of Tax Saving on Joint 1951 Federal 
Return and Allocation of Tax 











Tax on % Total Tax on 
Separate Return Separate Returns Joint Liab. Pd. on A/C Bal, Tax Tue 
Separate Ret. J.D. $7,362.97 98.7130 $5,620.76 $5,233.00 $387.76 
Separate Ret. M.D. 96.00 01.2870 73.28 73.28 
Totals $7,458.97 100.0000 $5,694.04 $5,233.00 $461.04 
Joint Return 5,694.04 
Tax Saving $1,764.93 
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(b) That proportion. of the ulti- 
mate joint liability (except any in- 
terest or penalty referred to in (1) 
above) which the tax the fiduciary 
would have been liable for if the 
fiduciary had filed a separate re- 
turn, bears to the total of the taxes 
for which both parties would have 
been liable, had separate returns 
been filed. 

(3) Any payment made or credit 
claimed by the decedent on account of 
income tax liability for the calendar 
year ( ) shall be applied in satisfac- 
tion of the fiduciary’s liability as above 
limited, or if refunded, shall belong to 
the fiduciary, but without prejudice to 
the right of the surviving spouse to 
object to such application on an ac- 
counting by the fiduciary. 

(4) The surviving spouse to agree 
to pay as much of the joint income tax 
liability as exceeds the liability of the 
fiduciary as above limited. 


Don’t forget the tex dangers 
in jointly held property 

THE CHEMICAL BANK & TRUST CO. calls it 
“The Delusion of Joint Ownership’ — 
and they warn us in their bulletin 
Taxes and Estates, March, 1954 of an 
income tax caveat, too often forgotten 
in determining whether to continue 
joint holdings, that jointly owned 
property with the right of survivorship 
may also present a very real Federal 
income tax danger. This has already 
proved to have serious consequence for 
surviving joint owners as a result of 
the upward market trend of the past. 
Here, again, is an unfavorable tax po- 
sition with which the average indi- 
vidual is often not familiar. 

Property which an individual owns 
in his or her own name at death 
acquires a new basis for income tax 
purposes. This basis is the value of the 
property which is accepted by the 
Federal Government for estate tax 
purposes. On the other hand, the basis 
of jointly owned property does not 
change at the death of the first joint 
owner to die. In other words, the sur- 
vivor must use the original basis of the 
property. In order to illustrate the sig- 
nificance of this difference, income tax- 
wise, consider the following comparison. 


An example. Mr. C. purchased a farm 
in 1940 for $50,000. After C’s death in 
1953, the property was officially valued 
at $75,000 and was subsequently sold 
at that price. If this property were held 
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in the sole name of Mr. C, its income 
tax basis at the time of sale would 
have been $75,000—the estate valua- 
tion. However, if this property were 
held in the joint names of Mr. and 
Mrs. C with the right of survivorship, 
its basis at the time of sale would have 
been $50,000 — the original cost. In the 
latter instance, Mrs. C would have a 
long term capital gain of $25,000 to in- 
clude in her income tax return. 


HR 8300 would clear up difficulty. 
To the foregoing comments of Chemi- 
cal’s, we would add that the new reve- 
nue bill would remove this disad- 
vantage by giving the surviving joint 
tenant a basis equal to the value at the 
date of death of the other tenant. 


Deduct expenses for income, 


not estate, tax purposes 
HERE IS A PRACTICAL observation on tax 
procedure we found in the last issue 
(March, 1954) of the Bulletin of the 
Section of Taxation of the American 
Bar Association. ~ 

If there is any doubt as to whether 
it is preferable for an estate to deduct 
administrative costs for estate tax or 
income tax purposes, deduct the ad- 
ministrative expenses upon the income 
tax return but hold off filing the waiver 
which disavows the right to claim an 
estate tax deduction. The waiver may 
be filed as long as the year is still open 
and need not be filed with the income 
tax return for the year. This delay will 
furnish additional time for considera- 
tion and will permit a switch to be 
made from the income tax deduction 
originally taken. See Rev. Rul. 240, Int. 
Rev. Bull. No. 23 (11/9/53) p. 6. 


Sums which “may”’ be paid out 


of principal are not income 

IN ANOTHER RECENT TAX COURT case, 
Miriam C. Lindau (21 TC 106) the 
Commissioner did not succeed in an 
attempt to garner income tax on the 
basis of lack of precise drafting of a 
trust deed. The instrument provided 
that taxpayer receive $5,000 out of the 
income of a testamentary trust on her 
attaining the age of 25 or earlier mar- 
riage and another $2,000 on the death 
of her father as “immediate and pri- 
mary charges” which “may” be paid 
out of principal if income was insuf- 
ficient. The Commissioner determined 
that the $7,000 constituted periodic 
payments which were paid or payable 


out of income and therefore taxable 
income to her under Sec. 22 (b) (3). 
The Tax Court held to the contrary; 
that the $7,000 constituted lump sum 
specific gifts primarily chargeable 
under the language of the trust deed 
against the trust property; that the 
language permitting charge against 
principal does not exclude a finding of 
mandatory intent on the part of the 
grantor; that this holding is not incon- 
sistent with a local court decision con- 
struing the will and directing payment 
out of either income or principal. 

Note: Burnet v. Whitehouse, 283 
U.S. 148 decided that a periodic pay- 
ment of a sum certain which could be 
made out of income or principal was 
not taxable income to the recipient 
beneficiary, but the 1942 Act overrode 
the Whitehouse case and subjected the 
beneficiary to income tax on periodic 
payments to the extent they are made 
out of income. However, as to lump 
sum payments the Whitehouse rule re- 
mains unchanged, whether made out of 
principal or income. 


New decisions 

SEVERAL RECENT DECISIONS of interest to 
the field of taxation of income from 
trusts and estates follow. 


SurvIvAL oF Fraup Penattigs. Civil 
fraud penalties assessed because of 
fraudulent income tax returns filed by 
decedent survive the decedent and are 
liabilities of the estate. Estate of Wil- 
liam Scadron v. Comm., CA-2, 4/27/- 
54. 


DEPRECIATION OF Lire Estate. Remain- 
derman purchased the life estates and 
claimed amortization of his cost over 
the life expectancies of the life ten- 
ants. The government conceded that a 
third party would be allowed such 
amortization but contended that when 
the remainderman is purchaser the 
estates merged. Circuit Court affirmed 
District Court and allowed amortiza- 
tion. Bell v. Harrison, CA-7, 4/27/54. 


Capirat Assets. The executor sold real 
estate during twenty years following 
the death of real estate dealer, who 
had subdivided tract into lots. No ad- 
vertising or promotion was used. The 
Court found that sales were made in 
the course of liquidating the estate not 
in operating a business. Garrett v. 
U. S., Ct. Claims, 4/6/54. 
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Ruling suggests caution on 


stock re purchases out 


WHEN WE READ REV. RUL. 54-76, we 
thought it well to suggest that caution 
is advisable in those jurisdictions 
where a corporation may purchase its 
own stock only out of surplus. In 
such jurisdictions, since there is no 
certainty that the requisite amount of 
surplus will exist at the date of pur- 
chase, it may be held that there is no 
consideration to support an agreement 
to retire stock. Such an agreement 
might have little effect in establishing 
value for tax purposes. On questions 
involving stock retirement, the law of 
the corporate jurisdiction should be 
carefully checked. Perhaps the funding 
of the agreement with insurance 
might satisfy state prohibitions. The 
corporation would then insure the ex- 
istence of an earmarked, liquid fund 
necessary to make the purchase. 

Rev. Rul. 54-76 says this: “A de- 
cedent bequeathed shares of stock of a 
corporation, which reserved under its 
articles of organization an option to 
repurchase its stock at a specific price 
before any transfer could be made to 
others. The executors filed a petition 
in the local probate court asking 
whether the restriction on the transfer 
. applied to a transfer by an executor to 
a specific legatee. The supreme court 
of the State, in affirming the decision 
of the lower court, concluded that the 
restrictions were binding on the dece- 
dent and the executors not only be- 
cause they were included in the 
articles of incorporation and were, 
therefore, in effect a part of the char- 
ter of the corporation, but also by rea- 
son of the contract made with the 
corporation when the decedent ac- 
cepted the certificates of stock con- 
taining the printed restrictions. Held 
although valid and enforceable re- 
strictions affecting the transfer of stock 
do not necessarily control value for 
Federal estate tax purposes (see Rev. 
Rul. 157, I. R. B 1953-17, 16), where a 


of surplus 


stockholder acquires stock from the 
corporation subject to an option re- 
served to the corporation in the articles 
of organization to repurchase the stock 
at a specific price before any sale or 
transfer, including any transfer at the 
death of the stockholder, can be validly 
made to others, the option price, in the 
absence of other material circum- 
stances, will be accepted as the fair 
market value at the date of death, 
especially where the option is exer- 
cised by the corporation. See Estate of 
Albert L. Salt, et al. v. Commissioner, 
17 T. C. 92, acq., C. B. 1952-1, 4.” 


Rules of the several states. The 
pamphlet Business Purchase Agree- 
ments Funded with Life Insurance, 
published about two years ago by the 
New York Life Insurance Company, is 
a good guide to rules of the several 
states covering retirement of corporate 
stock pursuant to agreement. We un- 
derstand this is being rewritten to give 
effect to HR 8300, and will be reissued 
in about six months. The present 
edition has been sold in the recent past 
for fifty cents, and a few copies may 
still be available. Try public relations 
department, New York Life Insurance 
Co., 51 Madison Avenue, New York 
City. 


A question on applicability of 
Revenue Ruling 54-92 


WHERE A GIFT IS MADE IN TRUST, says 
Rev. Rul. 54-92, the terms of which 
provide that the trustee is to pay the 
income to a designated beneficiary and 
that the trustee may distribute such 
parts of the trust principal to the bene- 
ficiary as in his uncontrolled discretion 
he may deem necessary and proper, it 
is held that the income which will be 
distributed to the beneficiary, which is 
the beneficiary’s present interest, is not 
susceptible of determination and that 


under such circumstances no exclu- 
sion is allowable under Section 1003 
(b) (3) of the Internal Revenue Code 
with respect to the gift made of the 
right to receive income from the prop- 
erty transferred. See Sylvia H. Evans 
v. Commissioner, 198 Fed. (2d) 435. 


Here is our question: Query as to 
whether the ruling would be appropri- 
ate if the Trustee were required to dis- 
tribute principal on the basis of an 
ascertainable standard set forth in the 
instrument relating to the beneficiary’s 
“health, education, support and main- 
tenance”. A logical parallel could be 
drawn with those cases decided under 
Section 812 (d) of the Code in con- 
nection with devises or bequests to 
charity of a remainder interest in a 
trust where the trustee has discretion- 
ary power to invade principal for the 
benefit of the life beneficiary during 
the latter’s lifetime. 


“Property previously taxed” 
doctrine won’t work in reverse 


WE THINK WE would have done as tax- 
payer’s counsel did in Yantes (21TC95) 
and asked the Tax Court to follow 
Lyndon in which the District Court 
(Ga.) allowed a deduction for property 
previously taxed by concluding that 
“Congress never intended that two 
estate levies should be made against 
the same estate within a period of five 
years’. But the Tax Court did not go 
along with Lyndon and denied the 
deduction. 

In Yantes the disallowance seems to 
us harsh. Here are the facts. The dece- 
dent set up a trust in which she re- 
served the life income to herself and 
gave her son a general testamentary 
power of appointment over the trust 
assets. By virtue of these interests the 
trust property would be taxed in the 
estate of both mother and son. How- 
ever, Section 812 (c) of the Code al- 
lows a deduction to the estate of a 
decedent for property previously taxed 
in another estate within five years. If 
the mother had died first and the son 
within five years thereafter, his estate 
would apparently be entitled to the 
deduction. (Reg.105,Sec.81.41 (a) (1).) 
In this case, however, the son died 


first. The Tax Court held that the 


mother’s estate was not entitled to the 
deduction on the premise that the 
statute, as worded, permits a second 
decedent’s estate to claim the deduc- 
tion only on property received from the 
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first decedent’s estate. Since the prop- 
erty claimed to have been previously 
taxed in the mother’s estate was hers 
in the first instance, it was not “re- 
ceived” from a prior estate and conse- 
quently did not qualify for the de- 
duction. 


New ruling adds to difficulty 
in Stifel and Kieckhefer rule 


WE HOPE SECTION 2503 of the proposed 
Internal Revenue Code (HR 8300) will 
resolve the conflict brought to an im- 
possible pass by the Stifel and Kieck- 
hefer cases, the authority for Revenue 
Ruling 54-91. The proposed Section 
will provide in essence that gifts to 
minors will not be considered gifts of 
future interests if the income and 
property can be spent by or for the 
child prior to his attaining age 21 and 
if not so spent passes to the child when 
he reaches 21 (and to his estate if he 
dies prior to age 21). We quote the 
short Ruling here in full. 

Revenue Ruling 54-91. Gifts were 
made in trust, the terms of which pro- 
vide that the trustee in his uncon- 
trolled discretion is to use the net in- 
come and principal for the support, 
benefit of the donor’s 
minor children in such amounts and at 
such times as shall be in accordance 
with the needs and best interests of 
the beneficiaries as though he were 
holding the property as guardian of the 
beneficiaries. No person was ever ap- 
pointed as legal guardian. Held, since 
there was no legally appointed guardian 
to demand immediate distribution, and 
the manner, method, and time in which 
the trustee shall use the income and 
principal of the trust for the support, 
education, or benefit of the bene- 


{ 


\ ficiaries is discretionary with the trus- 


tee, the transfers in trust constituted 


| gifts of future interests in property 


against which no exclusions are al- 


| lowable under Section 1003 of the In- 


ternal Revenue Code. See Arthur C. 
Stifel v. Commissioner, 197 F. 2d 107. 


to be useful in practice 

WEVE JUST HAD a chance to examine 
the 1954 R & R Tax Handbook, which 
is described as “A handy compilation 
‘of questions and answers on the taxa- 
tion of Insurance, annuity and endow- 
ment contracts, with Federal income, 
estate and gift tax tables, pension trust 
and corporation tax data.” Subject to 
the overwhelming threat that many 


S tax handbook proves 





basic changes will be made by HR 8300, 
this pocket-size book of 175 pages is 
an extremely handy and useful aid for 
the man working in insurance and 
compensation tax problems. The book 
includes tables covering rates for most 
applicable taxes as well as quotations 
and explanations of the laws. It deals 
with accident and health insurance, 
annuities, assignments, business insur- 
ance and virtually every other kind of 
insurance situation which develops tax 
liability. 

The book was compiled and edited 
by Edwin H. White, J.S.D., C.L.U., and 
published by the Insurance Research 
and Review Service, 123 W. North 
Street, Indianapolis 9. 


New Decisions this month 

NEW DECISIONS HANDED DOWN during the 
past month affecting the taxation of 
trusts and estates are 
below: 


summarized 


CONTEMPLATION OF Deatu. Transfer in 
1929 of large part of assets to trust for 
decedent for life with remainder to 
children found not to be in contempla- 
tion of death. Action was taken on ad- 
vice after narrow escape from fraud. 
Small, regular gifts thereafter found 
to be part of life pattern despite serious 
illness. Estate of Charlotte A. Hopper, 
22 TC No. 19, 4/26/54. 


Trust In Gross Estate. Subsequent 
amendment by decedent to trust mak- 
ing it irrevocable did not end his power 
to change or modify, and therefore 
corpus is includible in estate. Steeve 
Estate 22 TC No. 12, 4/22/54. 


MaritaL Depuction. Not allowed for 
property held jointly with right of 
survivorship by decedent and wife be- 
cause they had excuted a joint and 
mutual will providing that survivor 
would receive income and property 
would go to named relatives on sur- 
vivor’s death. Court finds that the 
wife’s interest in the property de- 
rived from the will, and is limited to 
the income. Estate of Emmet Awtry, 
22 TC No. 14, 4/23/54. 


Girt or Srock. Date of gift of stock is 
date of transfer on corporate books, 
not date endorsed and delivered to 
broker with directions to transfer. Rev. 
Rul. 54-135, 


DeatH Benerits. Decedent’s employer 
had set up a trust fund to which it 
alone made contributions. Under terms 
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of the trust, an employee would re- 
ceive an annuity at age 61 or ceasing 
employment; at his death, his princi- 
pal would go to his widow or children, 
as he might appoint, or if he failed to 
appoint, as it would go if he were in- 
estate. The District Court is sustained 
in holding that amount paid to widow, 
as the decedent directed, is not inclu- 
dible in taxable estate. There was no 
transfer by decedent since he made 
no contributions to fund which was a 
gratuitous benefit by employer. Nor 
could tax be based on decedent’s pow- 
er of appointment since he had only a 
limited power. Hanner, Glenn v., CA- 
6, 4/21/54. 


ALLOCATION OF ADMINISTRATIVE Ex- 
PENSES. Estate of decedent included 
U. S. Government Bonds, which were 
non-taxable because decedent was a 
non-resident alien. In computing ad- 
ministrative expenses, the Commis- 
sioner allowed only the same propor- 
tion as taxable assets in the estate 
bore to the total estate including these 
non-taxable bonds. The District Court 
had approved this procedure and the 
Circuit Court affirmed. Holland Estate 
v. U. S., CA-2, 4/26/54. 


Power TO INVADE PRINCIPAL. A trus- 
tee-beneficiary has a power to invade 
principal under the instrument but is 
prevented by state law from distribut- 
ing corpus to himself, his estate, his 
heirs, his creditors, or estate creditors. 
Held, that he is prevented from exer- 
cising power of appointment and no 
part of trust property is included in 
his gross estate. Rev. Rul 54-153, LR.B. 
1954-18. 


Previousty Taxep Property. Exemp- 
tion is allowed for amount received 
from prior decedent less estate tax 
paid thereon. Sutherland, Estate of v. 
U. S., Ct. Claims, 11/3/53. Cert. De- 
nied. 


Acquiescences 


THE COMMISSIONER of Internal Revenue 
announces that he acquiesces in the 
following insurance case: 

Emp.oyee Lire INsurANCE. Proceeds 
were not includible in estate of em- 
ployee where the employer paid all 
premiums and held all incidents of 
ownership. Proceeds were payable to 
employer but employer had notified 
employee it intended to pay proceeds 
to his daughter. Estate of John C. Mor- 
row, 19 TC 1068, Acq. IRB 1954-16,5. 





NEW DEVELOPMENTS IN 


Taxation of partnerships 


EDITED BY ROBERT M. MUSSELMAN, LI.B., CPA 


New coverage of partnerships, plus 


new tax concepts, added by HR 8300 


ONLY A SEER equipped with a crystal 
ball of guaranteed accuracy would un- 
dertake to say with absolute certainty 
just which provisions of the 1954 Reve- 
nue Revision Bill as passed by the 
House of Representatives will survive 
in the document finally enacted. This 
is particularly true where Treasury 
representatives have already indicated 
unofficially that the Treasury itself will 
sponsor substantial revisions of HR 
8300 before the Senate. Comment will 
accordingly be reserved for a few gen- 
eral considerations and a word or two 
of warning as to proposed effective 
dates. 

First, it seems clear that the new 
Code will almost certainly contain a 
much more extensive treatment of 
partnerships than this subject has ever 
been accorded in the past. The present 
Internal Revenue Code and prior Rev- 
enue Acts have been so sketchy that, as 
one recent speaker put it, “For a long 
time, partnership tax law has been in 
a state of very near chaos”. 


The entity concept. Considering 
trends in the Bill rather than indi- 
vidual detailed provisions, the first 
point which stands out is the increased 
emphasis which it gives to the entity 
concept of the taxation of partnerships. 
The House version departs from this 
concept in one or two small areas, but, 
taken as a whole, the Bill would un- 
dertake to go much further in this di- 
rection than has ever been true in the 
past. Just one small sample will be 
indicative. This is the proposal that 
partners’ salaries which are fixed in 
amount, on the basis of a standard not 
related to income, are to be treated as 
deductible business expenses (subject 
te the usual tests of “reasonableness’’) 
and will be taxed to the partner as 


compensation at the time of receipt, 
instead of being treated as distributions 
of profit (except only that they will not 
be subject to withholding). Other sim- 
ilar changes are legion, but this one 
may serve as a sample. 


Effective dates. One final word as to 
effective dates. In general, the House 
Bill undertook to be effective for fiscal 
years starting on or after January 1, 
1954, but with a proviso that certain 
types of transactions would not be af- 
fected if they occurred prior to March 
1, 1954. This latter date was some ten 
days before anyone had access to the 
proposal; it seems clear that, if left 
unchanged, this provision would cer- 
tainly encompass a number of transac- 
tions which were made at a time when 
no amount of tax knowledge could 
have foretold the changes which would 
affect them. From remarks which have 
been made with regard to probable 
changes in other parts of the Bill, it 
seems probable that this cutoff date at 
least will be substantially advanced, 
and it may even be that the effective 
date of many new provisions will be 
postponed until next January, or at 
any rate until substantially after the 
final enactment of the Bill. This is cer- 
tainly something which will deserve 
careful watching as the Bill progresses 
toward final passage. 


Restriction on fiscal year choice. One 
other matter has particular importance 
at this time in the field of tax planning, 
however much we may hope that the 
final draft will include a modification. 
This is the somewhat unexpected pro- 
vision that new partnerships would no 
longer have the option, previously ac- 
corded all taxpayers, of selecting their 
own fiscal year, being held to the use of 


the calendar year, unless the Commis- 
sioner’s permission for a different year 
is obtained in advance. This proposal 
was restricted expressly to partner- 
ships formed after June 30, 1954, 
though it was not clearly indicated 
how this would apply to successor 
partnerships continuing the business of 
one which had formerly been on a 
fiscal year basis. Certainly this would 
seem to indicate that tax practitioners 
should make a special canvass in the 
weeks remaining before June 30th to 
make sure that any new partnership 
ventures in the process of formation 
actually got underway before the June 
30th deadline, if there is any possi- 
bility of their wanting to adopt any 
year other than a calendar one. 

The increased emphasis on the adop- 
tion of natural business years (evi- 


denced, for example, by T. D. No. | 


6035) leads one to hope that this re- 
striction on the adoption of fiscal years 
may be somewhat alleviated in the 
final version. 


Judge Frank discusses 


family partnerships 

IN THE DYER CASE involving a family 
partnership, Judge Frank of the Second 
Circuit has not disappointed those who 
have come to look for color and bril- 
liance in the language of his decisions. 
Though the decision itself went off on 
a purely procedural technicality, it was 
made the occasion for some very in- 
teresting comments not only by Judge 
Frank but also in the dissenting opin- 
ion of Judge Clark. 

The case involved the recognition of 
the validity of a joint venture originally 
set up between a partnership and an 
individual, but which was expanded to 
include the wives of the members of 
the partnership and certain other indi- 
viduals. This was attacked by the 
Commissioner on the ground that the 
share of profits allocated to the respec- 
tive wives should have been taxed to 
their husbands, since the wives con- 
tributed neither capital nor services to 
the venture. The undertaking was in 
the classical form of a joint venture, 
being solely directed to the accomplish- 
ment of one single group of transac- 
tions, and the female participants had 
pledged their individual resources to 
the extent of $5,000 each to secure any 
losses which might be sustained in the 
venture. It was apparently conceded 
that in each case these fringe partici- 
pants had sufficient individual re- 
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sources to have been able to make good 
on this commitment. Beyond this, they 
participated only in collecting their 
share of the profits when the transac- 
tions were completed, and it was con- 
ceded that they had not even read the 
apparently elaborate legal documents 
which formed the basis of the joint 
venture’s activities. 

The Commissioner refused to recog- 
nize the validity of the joint venture 
with respect to those participants re- 
lated by blood or marriage to the pri- 
mary members of the venture, but 
failed to be consistent, in that he did 
not challenge the joint venture with 
respect to at least one other participant 
similarly situated, except that her only 
relationship with the primary parties 
was by employment rather than by 
blood or marriage. The Tax Court had 
sustained the Commissioner in a mem- 
orandum opinion ({/ 52,249 P-H Memo 
TC) but was reversed on appeal for 
lack of a specific finding of fact that the 
venture had not been entered into in 
“sood faith”. The case was remanded to 
the Tax Court for further consideration 


| of this point (See also new decisions 


below. Editor), to which procedure 
vigorous exception was taken by Judge 
Clark in his dissenting opinion, where 
he insisted that the general context of 
Judge Van Fossen’s opinion made 
abundantly clear his belief in the lack 
of “good faith”, whether or not there 


was an explicit finding on the point. 


State of the law on family partner- 
ships. Judge Frank’s feelings as to the 
present status of the law on family 
partnerships can best be set forth by 
the quotation of a couple of para- 
graphs from his opinion: 

“As one shifts from a non-tax to a 
tax ‘universe of discourse,’ ‘reality’ 
often becomes a ‘sham’, a ‘subterfuge’, 
or ‘a camouflage’, cream is regarded as 
skim milk masquerading; a giant shows 
up as a windmill. On that account, in 
the context of ‘tax law’, with its dis- 


\ tinctive perspective, frequently depriv- 


ing men’s acts of the accent of reality, 
many husband-wife arrangements jus- 
tify raised eyebrows. But the Culbert- 
son case (as we have interpreted it in 
our decisions above cited) teaches that 
such skepticism will not transform a 
family partnership or joint venture, 
legally valid in other contexts, into a 
legal sham vis-a-vis taxes, unless the 
Tax Court, considering the entire 
situation, makes an explicit finding of a 
lack of ‘good faith.’ .. . 

“As it is, we think we must not infer 


such an implied finding nor contrive 
an express one of our own. If this case 
had arisen before Culbertson’s advent, 
we might have done one or the other. 
For we might have surmised that, had 
there been losses, the women never 
would have been asked to live up to 
their obligations, and that the contracts 
served solely as paper covers for a 
tax-reducing scheme benefiting the 
partnership’s members. But we live in 
the post-Culbertson era and have noted 
the warning that the ordinary judicial 
eyes have not the ‘gimlet’ quality, 
possessed by the Tax Court only, to 
‘pierce’ the family-partnership ‘guise’ 
and thus to ‘differentiate between the 
real thing and the imitation.’ Some 
commentators have criticized Culbert- 
son as requiring sheer ritualism of the 
Tax Court. But we have not the priv- 
ilege of criticism: We must obey a 
Supreme Court decision.” 


Liquidating payments 
reallocated; called income 


NO MATTER WHAT EFFECT receipt of a 
partnership distribution may hav>, it’s 
still income, says Judge Tietjens of 
the Tax Court (Straight, 21 TC No. 
114). Taxpayer had claimed that pay- 
ments to him which liquidated his in- 
terest in the partnership were not in- 
come, hence taxable at capital gains 
rates. The principal holding of this 
case is not of unusual significance, 
since it was based on a comparatively 
uncommon factual background, but 
the secondary holding seems of 
broader interest and significance. 

The case involved a limited partner- 
ship where the amended partnership 
agreement had provided for a minimum 
participation in profits to the limited 
partners of 142% of the total profits for 
each $5,000 of capital contributed, but 
with a provision that an additional al- 
location of profit to the limited part- 
ners might be made at the discretion 
of the general partners, with the limi- 
tation that, whenever a limited partner 
had received back his initial capital 
contribution plus a 400% return there- 
upon, his interest in the partnership 
would cease. 

Taxpayer contended, first, that this 
last provision made all payments which 
he received payments for the sale of 
his interest, which would accordingly 
be taxable at capital gain rates instead 
of as ordinary income. This contention 
the Tax Court promptly rejected, hold- 
ing that there was nothing whatever 
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here in the nature of a sale or ex~ 
change, particularly in the years in 
question, where the limiting amount of 
return had not yet been attained. 

The taxpayer’s second contention 
took a different tack. Here he con- 
tended that, since the partnership 
agreement specified only the minimum 
amount payable to the limited partners, 
any profits in excess of this minimum 
were constructively received by the 
general partners, and any reallocation 
by them would not serve to prevent 
their being the ones to be taxed on 
these surplus amounts. Here we have 
the reverse of the usual situation, in 
that it was the taxpayer and not the 
Commissioner who was alleging the 
constructive receipt. 

In rejecting this contention also, 
Judge Tietjens brushed aside any ap- 
plication of constructive receipt in this 
area, indicating by his language a be- 
lief that reasonable discretion as to the 
allocation of profits among partners, 
provided in the partnership agreement, 
should not be made the basis for an 
attempt to tax those in whom the dis- 
cretion was vested. 


A significant quotation from the de- 
cision. “Whatever control the general 
partners exercised over the distribu- 
tion of profits flowed from the mutual 
agreement of all the partners. We can- 
not gather anything from the agree- 
ment which would indicate that profits 
over and above the one and one-half 
percent minimum belonged to the gen- 
eral partners and that any distribution 
of such excess to the limited partners 
would in reality be the paying over of 
funds owned by the general partners. 
What was done was simply to dis- 
tribute partnership profits in accord- 
ance with the partnership agreement. 
The fact that some discretion was 
lodged in the general partners in re- 
spect to the amount to be distributed 
to the limited partners did not, in our 
opinion, translate any part of the profits 
so distributed into income of the gen- 
eral partners”. 


New Decisions this month 


NEW DECISIONS HANDED DOWN during the 
past month affecting the taxation of 
partnerships are summarized below: 


No Services PERFORMED. Taxpayer was 
held to be not a partner. She per- 
formed no services, had no control, 
showed no loss. Sharing of profit, 
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(claimed by taxpayer to be in return 
of loan), not in itself proof of partner- 
ship. Elizabeth Mayer, TCM 1954-14, 
4/20/54. 


DistrIBUTION. Payment to estate of 
partner who had contributed no prop- 
erty but was entitled to one quarter 
interest in partnership is taxable in- 
come in year of receipt. Taxpayer had 
contended it was return of capital 
credited to his account in year part- 
nership was formed. Leonard A. Farris, 
22 TC No. 16, 4/23/54. 


Liricatep SwHareE. Share of income 
earned by joint venture in 1933 was 
collected in 1944 by executor of part- 
ner. A suit for an accounting was be- 
gun after partner’s death in 1936, un- 
aware of the personal dealing of other 
partner, which dealings were held to 
result in profits of the partnership. 
Here Court holds that the income of 
the partnership is taxable to partner in 
year earned (1933) whether partner is 
aware of earnings or not. The year 
1933 was outlawed by the statute of 
limitations. Goldberger Estate, Comm. 
v., CA-3, 4/29/54. 


EXPENSES OF WINDING UP. Expenses of 
partnership after death of partner, in- 
cluding administrators and attorney’s 
fees and court costs, found to be in- 
curred in administration and deductible 
as ordinary expenses not chargeable 
against capital assets sold in winding 
up partnership. (Goldberger, supra.) 


Famity PartNersHip. The Tax Court 
(prior to the date of the Culbertson 
decision) held that an income of part- 
nership of several husbands and their 
wives should be taxed to the husbands. 
The Second Circuit remanded in order 
‘ to make explicit findings of fact that 
the wives did not intend, in good faith 
and with business purpose, to engage 
in the enterprise. The Tax Court so 
finds. Ruth W. Dyer, TCM 1954-28. 
[see discussion above in this depart- 
ment. Ed.] 


FamMILy PARTNERSHIP. Wives formed 
partnership to use rejects from hus- 
bands’ corporation. They used their 
own capital and loan (later repaid) 
from husbands. They hired employees 
of husbands’ firm as manager and as- 
sistant. Husbands rendered no serv- 
ices. Held a bona fide partnership 
and income is taxable to wives. Wil- 
liam R. Coleman, TCM 1954-24. 
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Bona Fives. Taxpayer alone rendered 
services to partnership. Capital con- 
tributed by children came from tax- 
payer though he stated he always re- 
garded fund as for children. Wife’s 
capital came from gift one year previ- 
ously. All the income was properly 
allocated to taxpayer by the com- 
missioner. 

In a second partnership, children 
but not taxpayer had rendered serv- 
ices. Although source of children’s 
capital here too was gifts, this was 
held to be true partnership and no in- 
come is taxable to father. Lieber v. 
U. S. Ct. Claims, 4/6/54. 


ALLOCATION OF INcomE. Allocation of 
income as required by oral partner- 
ship agreement and as reported by 
partners was upheld. Ekins v. U. S., 
D. C. Utah, 12/14/53. 


Sort Year. Court finds that partner- 
ship (on March 30 year) was dis- 
solved after March 30 but prior to end 
of calendar year. Income earned 
short period must be included in part- 
ners’ returns for calendar year of dis- 
solution. Nulty Estate, TCM 1945-22. 


in 


INFANT PartTNER. 19-year-old son found 
not to be a bona fide partner. Christo- 
pher v. Cambell, D. C. Tex., 3/10/54. 


Acquiescences 


THE COMMISSIONER of Internal Revenue 
acquiesces in the following partner- 
ship case: 


PERSONAL EarNInGs. Taxpayer was en- 
titled to 40% of partnership income 
which, by agreement, included his per- 
sonal earnings. He was held to be tax- 
able on his distributive share but not 
less than his persona! earnings. W. B. 
Mayes, Jr., 21 TC No. 33, Acq. IRB 
1954-15,5, 


Non-Acquiescences 


THE COMMISSIONER of Internal Revenue 
has announced that he does NOT 
acquiesce in the following partner- 
ship case: } 


DEaTH OF ParRTNER. Partner’s short tax- 
able year ending with death does not 
include partnership income accrued to 
date of death where agreement pro- 
vided that death would not terminate 
firm. On appeal Tenth Circuit, Estate of 
Joseph E. Tyree, 20 TC 675, Nonacq. 
IRB 1954-17,6. 


NEW DEVELOPMENTS IN 


Foreign aspec 


EDITED BY SIDNEY I. ROBERTS, LI.B., CPA, 
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Seghers analyzes flaw\ 


HR 8300 foreign taxa’ 
| 


THE WHOLE SYSTEM OF U.S. TAXES on | 
income from foreign operations, in- 
cluding the system of credits for for- 
eign income taxes, inevitably tends to 
eliminate collection by the U. S. of 
income tax from that source, says 
Paul D. Seghers, the New York law- 
year and CPA. This is so because it 


encourages foreign countries to levy 


} 
taxes which completely “eat up”, by 


means of the foreign tax credit, the 
U. S. tax theoretically levied on in- 
come from foreign operations, but not 


actually collected by the U. S. treas- 
ury to the extent that the U. S. tax | 
is offset by the credit for foreign taxes. / 


Accordingly, it would seem that the 
wise move, and one that would actu- 
ally cost very little net tax revenue, 
would be to exempt from U. S. taxes 
all income derived by U. S. taxpayers 
from activities abroad. Such a step 
would eliminate all the complexities 
and discriminatory inequities which 
are inherent in the new proposal as 
well as in the present system of U. S. 
taxes on income from foreign oper- 
ations and would, in the long run, in- 
crease tax revenue through a real and 
substantial encouragement for foreign } 
activities by U. S. Taxpayers, and re- { 
sulting increased U. S. income. 

Mr. Seghers made these and the 
following comments on taxation of for- 
eign operations in connection with his 
analysis of HR 8300, and his testimony ‘ 
on this subject before the Senate Fi- 
nance Committee. 

The present provisions of the pro- 
posed Code grossly discriminate be- 
tween U. S. taxpayers engaged in dif- 
ferent forms of business abroad. As it 
now stands, Sec. 923 prescribes rules 
for the 14-point tax reduction on an 
“all or nothing” basis, and thereby 
denies that benefit to a very substan- 
tial segment (certainly a majority 
aside from those operating mines and 
oil wells) of U. S. taxpayers engaged 





~~ 





Ss 
t 


1 1. 


sales 


than 
ify fe 
other 
(if 
nents 
for tl 
ify tl 
expel 
and 

woul 
laws 





ec 


't of taxation 





PA, 


law 


Axa 


5 on 

in- 
for- 
ls to 
>. of 
says 
law- 
se it 
levy 
, by 
. the 
1 in- 
t not 
reas- 


. tax | 


axes, 
t the 
actu- 
enue, 
taxes 
ayers 
step 
xities 
which 
al as 
U. S$. 
oper- 
n, in- 
1 and 


reign } 


d re- 


d the 
f for- 
th his 
imony 


te Fi- 


. pro- 
e be- 
n dif- 
As it 
rules 
on an 
1ereby 
bstan- 
ajority 
2s and 
gaged 


JOHN COSTELLOE, L1.B., & JOHN WILCOX, LIB. 


| 


| 
) s in 


tion 


in foreign operations. 

1. Income from the Distribution of 
Goods (at Wholesale) in Foreign 
Countries. The 14-point tax reduction 
allowed by HR8300 to a domestic cor- 
poration which received dividends 
from a foreign corporation only if the 
earnings and profits used in the pay- 
ment of the dividends have been “de- 
rived to the extent of at least 90% 
from the active conduct of a trade or 
business through a factory, mine, oil 
or gas well, public utility facility, re- 
tail establishment, or other like place 
of business situated within a foreign 
country”. Although the report of the 
House Ways and Means Committee 
indicates that a “like place of busi- 
ness” might include a bank or an air 
transportation company, a great many 
other types of businesses would be de- 
nied the benefit of the 14 point re- 
duction because of definitions now 
prescribed in the proposed Code. Sec- 
923(b) (1) (A) specifically pro- 
vides that the term “trade or business” 
does not include the operations of an 
establishment engaged principally in 
\ the purchase or sale (other than at 
retail) of goods or merchandise. 

These restrictions obviously dis- 
criminate against companies having 
substantial investments in inventories, 
buildings, etc. in foreign countries and 
employing bona fide administrative and 
sales staffs to promote and distribute 
goods therein. They may force a com- 
pany which has operations in more 
than one country, some of which qual- 
ify for the 14-point tax reduction and 
thers of which do not, to reorganize 
(if possible) into two more compo- 
fnents to obtain the 14-point reduction 
for those operations which could qual- 
ify thereunder. This would be at the 
expense of a great deal of time, effort 
and confusion and, in some cases, 
would be impossible because of local 
laws and regulations. 
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It is recommended that this be cor- 
rected by allowing the 14-point credit 
with respect to income from the sale 
of goods in foreign countries provided 
that: 

(a) Not less than 80% of the goods 
sold are manufactured or processed 
by the seller or an affiliated corpora- 
tien, 

(b) A substantial stock of goods or 
merchandise is maintained by the sell- 
er in one or more foreign countries, 
and 

(c) A substantial staff of sales em- 
ployees is maintained, or substantial 
advertising and promotion expenses 
are incurred, by the seller in one or 
more foreign countries. 


2. Stock Ownership Requirements. 
The benefit of the 14-point reduction 
is available with respect to dividends 
received from a foreign corporation 
where the domestic corporation to- 
gether with not more than three other 
corporations owns more than 50% of 
the voting stock of the paying foreign 
corporation. It is further provided that 
a dividend received by a foreign cor- 
poration from another foreign corpo- 
ration will be deemed to be income 
derived from the active conduct of a 
trade or business for the purpose of 
qualifying for the 14-point reduction 
if the foreign corporation owns more 
than 50% of the voting stock of such 
other foreign corporation. Many com- 
panies with heavy foreign investments 
in subsidiaries would find it impossi- 
ble to qualify under these provisions. 
Many countries have laws which re- 
quire majority holdings by nationals, 
with the result that U.S. companies in 
such countries have heavy investments 
in holdings of less than 50% of the 
capital stock of their subsidiaries in 
such countries. Other companies en- 
gaged in foreign operations have found 
it expedient or necessary to share the 
ownership of foreign operating sub- 
sidiaries fifty-fifty with local stock- 
holders. In both of these circum- 
stances, a U. S. corporation, or its 
foreign subsidiary, holding such a 50: 
50 or minority interest in the stock 
of a foreign subsidiary or sub-subsidi- 
ary may have at risk a very substan- 
tial investment in operations abroad. 
Hence, the denial of the 14-point re- 
duction benefit where not more than 
50% of the stock is owned would un- 
fairly penalize many domestic corpo- 
rations which have substantial risk of 
investment in foreign operations. 
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3. Income from Management Serv- 
ices and Royalties. The 14-point re- 
duction benefit is applicable to “com- 
pensation for the rendition of tech- 
nical, engineering, scientific, or like 
services”, but the House Ways and 
Means Committee report on HR 8300 
indicates that royalties from patents, 
etc. are not deemed compensation for 
services rendered. There appears to 
be no good reason for this discrimina- 
tory treatment of income designated 
as royalties but arising out of like 
activities of the taxpayer (or an affili- 
ate or predecessor). Moreover, as a 
practical matter, the exchange con- 
trols and other requirements of some 
foreign countries are such that it is 
almost imperative for the domestic 
corporation or its foreign subsidiary 
which has an investment in an oper- 
ation in such a country to receive 
royalty payments as the preferred 
method of obtaining income from its 
subsidiary. The position stated in the 
report of the House Ways and Means 
Committee obviously discriminates 
against this very important method of 
receiving income, even though the use 
of such method is virtually compelled 
by the regulations of the country in 
which the operations are conducted. 


4. Dividends from Western Hemi- 
sphere Trade Corporations and from 
other domestic corporations entitled to 
the 14-point reduction benefit. The 
proposed Code taxes at the full cor- 
porate rate 15% of dividends paid by 
one domestic corporation to another. 
Therefore, the income of a Western 
Hemisphere Trade Corporation and 
the income of a foreign branch of a 
domestic subsidiary which qualifies for 
the 14% tax reduction, would still be 
subject, to the extent of 15% of the 
dividends paid from such earnings, to 
the full U.S. tax. Obviously, this dis- 
criminates against the use of U. S. 
subsidiaries for operations abroad as 
compared with the use of foreign sub- 
sidiaries which qualify for the 14-point 
tax reduction. This is so because: 

(a) income of a foreign subsidiary 
which qualifies for the 14-point re- 
duction and is received by its US. 
parent corporation as a dividend pays 
only one corporate tax (eg., 52% 
less 14%), whereas 

(b) a Western Hemisphere Trade 
Corporation or a domestic corporation 
which qualifies under Sec. 923 pays 
the same rate of tax on its income, and 
15% of any dividend it thereafter pays 
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to its parent corporation is taxed once 
more at the full corporate tax rate 
(e.g., 52%). 

This discrimination against the use, 
for foreign operations, of U. S. cor- 
porate subsidiaries, including Western 
Hemisphere Trade Corporations, is es- 
pecially undesirable because the le- 
gal safeguards afforded by use of such 
corporation, and not otherwise avail- 
able, should not be denied to the U. S. 
parent, and the tax system should be 
so arranged as to encourage rather 
than discourage the use of such cor- 
porations. 


5. Goods Intended for Sale in the 
United States. Section 923 denies the 
14% tax reduction on dividends re- 
ceived from a foreign corporation if 
the earnings and profits used in the 
payment of such dividends consist, to 
the extent of more than 25%, of gross 
income derived from the sale of arti- 
cles or products manufactured in a 
foreign country and intended for use, 
consumption or sale in the U.S. The re- 
port of the House Ways and Means 
Committee makes a particular point 
that this restriction applies only to 
manufacturers. That report states that 
the provision does not apply, for exam- 
ple, to the mining or processing of 
metals or the extraction of or refining 
of oil in a foreign country, even though 
intended for consumption, use or sale 
in the U.S. It does not seem fair to 
single out manufacturing as such for 
denial of this benefit, inasmuch as 
manufacturing entails a like risk of in- 
vestment in operations abroad and in 
many situations is instrumental in de- 
veloping local raw materials. 

This restriction should not be ap- 
plicable to manufacturing which, as 
in the case of the processing of metals 
or refining of oil, processes a basic 
raw material which originated in a 
foreign country. 

This amendment would avoid dis- 
crimination against industries having 
substantial investments in operations 
in foreign countries and developing 
the natural resources of such coun- 
tries. 


6. Other Provisions. Among other 
defects are the provisions for deferring 
income from foreign operations. Those 
experienced in foreign trade agree that 
these are so complicated and unpre- 
dictable in their effect as to be, not 
only unworkable, but completely un- 
acceptable. Furthermore, their “bene- 
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fits” are deniel to Western Hemi- 
sphere Trade Corporations! 

And similar defects are to be found 
in other provisions relating to business 
income from foreign sources. 


How resident alien with family 
abroad suffers ... and pays 


WE ARE PUT IN MIND of an unfortunate 
Englishman of ur acquaintance by 
Rev. Rul. 54-87, which classifies as a 
resident alien a foreign student study- 
ing in the United States working 
toward a degree which requires tem- 
porary residence for a minimum of two 
years. This, and our Englishman, re- 
mind us of one inequity of our tax law 
in respect of resident aliens. 

This Englishman came to the United 
States to work and live here. He im- 
mediately applied for citizenship but 
has to wait a minimum of five years 
before he can qualify as a citizen. 
Until he can get started, accumulate 
enough to secure proper housing and 
pay for traveling expenses, his wife 
and three children still live in Eng- 
land. He did not really expect the 
United States to give him any tax al- 
lowance because he maintains two sep- 
arate households. But he was sorely 
grieved that, unlike the United States 
citizen who works for the same salary 
in the next office, he pays substan- 
tially more taxes for two 
First, because his wife is neither a 
citizen nor a resident of the United 
States, he may not file a joint return 
with her (I.R.C. §51(b) (2). Nor may 
he claim exemption for his three chil- 
dren because they are not residents of 
Canada or Mexico (I.R.C. §25 (b) (3). 
While tax administration may require 
the result, it does seem harsh. 


reasons: 


Later payment of Income 


earned abroad taxable 

WHEN WE SAW Rev. Rul. 54-72, issued 
a couple of weeks ago, we remembered 
what Theodore Propp had to say on 
the same subject at the 12th NYU 
Institute, thus making him something 
of a prophet. The new ruling deals 
with the situation of a United States 
citizen who qualifies under §116(a) (2) 
by residing in a foreign country for 
510 days during a period of 18 con- 
secutive months. There, the taxpayer 
returned to the United States at the 
end of 1952. In the calendar year 1953, 
no part of which fell within the 18 
month period, he received $10,000 com- 
pensation for services rendered during 





the eighteen-month period. Since the 
amount was less than the $20,000 max- 
imum exclusion, the question was j 
whether he was entitled to exclude the 
compensation. The ruling said no. 

Here is what Mr. Propp said: 

“The question naturally arises 
whether the effect of the $20,000 ceil- H 
ing can be avoided by deferring pay- | jp 
ment of income to later years, after the 





taxpayer has returned to the United - 
States. The answer to this question j Jo 
may be found in the statute itself, | off 
which provides that if the 18 month ~ 
period does not include the entire tax- lik 
able year, the $20,000 ceiling will be bu 
proportionately reduced. Accordingly, | ™ 
the maximum exclusion allowable ina | “™ 
taxable year which lies entirely outside 
the qualified 18 month period amounts to 
to zero.” = 
Mr. Propp further noted that de- 
ferral of receipt would not impair the | _ 
exclusion applicable to a taxpayer | ‘* 
qualifying as a bona fide resident of a } for 
foreign country under $116(a) (1), and} ™ 
that this distinction is preserved in| *”“ 
§911 of H.R. 8300, the proposed In- | *” 
ternal Revenue Code of 1954. a 
bet 
Fair comment on Fair case, or} por 
what is “real estate”, anyway? | dat 
LILLIAN, OUR SECRETARY, sometimes} ‘ 
draws the sublime from the ridiculous. | °°" 
She heard us discussing the Fair case lish 
(91 F. 2d 218) holding that a Cuban} ”! 
hypotecas, a mortgage, was real estate : 
outside the United States and therefore , °°” 
exempt from United States estate tax 
(LR.C. §811). You will recall that the/ '°' 
decision was based on the ground that) °P© 
Cuban law determined whether the feel 
property was “real property” within} *"* 
the meaning of the Code and under hi 
Cuban law a hypotecas was real} Pre 
property. the 
She thereupon suggested a gigantic} °P© 
revenue-raising scheme for Monaco, 
Liechtenstein or any impoverished for- ws 
es 


eign country. Liechtenstein, for ex- 
ample, should enact a statute which} be < 
provides that bank accounts in Liech-\ * le 
tenstein shall constitute real estate. 

Thereupon, wealthy United States res- Ole 


idents will leave all their idle cash in 


arr 
Liechtenstein banks. Upon death, she a. 
asked, why would not the doctrine ofl * 


the Fair case exempt the bank account f . b 
from estate tax? . | 
on 
men 
at tl 
nece 


one 


1 Proceedings of New York University 


Twelfth Annual Institute on Federal Taxation 
(Henry Sellin, ed.). Matthew Bender & Co, 
Inc., Albany, N. Y. 1954. P. 867 at 880. 
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Tax planning 


How big companies do 
intelligent tax planning 


THE ANNOUNCEMENT in The Wall Street 
Journal a couple of weeks ago of the 
offering of 450,000 shares of common 
stock of Electrodata Corporation looked 
like a routine securities announcement, 
but behind it is probably a_ perfect 
example of the classic device in finan- 
cial planning to save tax money. 

The operation which Electrodata is 
to carry on was formerly a division of 
Eastman Kodak. It was sold to Consoli- 
dated Engineering Corporation last 
year and operated by them as a di- 
vision. The company spent $2,000,000 


} for research in 1953, and $1.3 million 


in 1952. These expenses are naturally 
and fully deductible. It may be pré- 
sumed now that the Electrodata opera- 
tion may coming into a break-even 
area and as a money earner is in a 
better tax position as a separate cor- 
poration than as a division of Consoli- 
dated. The deductible feature of the 
research activity has by now already 
served its function in helping to estab- 
lish what is now the independent new 
corporation. 

Consolidated president P. S. Fogg 
points out that the common stock of 
Electrodata Corporation is a risk in- 
vestment, but estimating profitable 
operations in the next few years, he 
feels that the common should be of- 
fered to Consolidated stockholders. 
This all fits a pattern and makes a very 
‘ pretty picture of the intelligent use of 
the facts of life in shaping business 


| operations to tax necessities. 


A suggestion: look this up in four 
years and see whether activities during 
these last few months have proved to 
be an investment tip of some consider- 
able value to the tax-wise investor. 


Old-fashioned lease 
arrangements carry tax penalty 


PLUGGING HOLES THROUGH WHICH tax 


Smoney slips away is a never-ending 


job for a long-established company. 


Contracts, leases and other arrange- 


} ments which seemed like a good idea 


at the time, now may impose an un- 
necessary tax burden. The way out is 
one or more of the following: (a) A 


tax-conscious top management, suf- 
ficiently knowledgeable about the cur- 
rent law and about his own company’s 
arrangements so that he can spot these 
leaks; and (b) a tax department suf- 
ficiently acquainted with general op- 
erations to spot them; or (c) outside 
tax advisors who have made it a par- 
ticular point to acquaint themselves 
with company operations. 

The Pennsylvania Railroad, along 
with many other utility properties, had 
a complicated system of leases with cer- 
tain related companies. Stockholders 
gave management a green light in 1950 
to overhaul many of these. We find 
now the railroad is working over leases 
with eighteen of its affiliates in the 
hope of cutting taxes by nearly two 
million dollars a year. Money formerly 
paid to the subsidiaries as rent came 
back as dividends, but with the dif- 
ference that the tax collector had 
taken a chunk out of it. Now, to over- 
simplify by washing out the whole 
business, the swapping of dollars stops, 
the facilities leased continue to be 
available to the Pennsylvania, and the 
tax payments stop. 


Notes on how people do things: 
Hilton installment income 


WHEN THE HILTON HOTELS Corp. sold 
New York’s Plaza Hotel, they netted 
a long term gain of $4,000,000 ($2.52 a 
share) and Los Angeles Town House 
$1,818,545 ($1.13 a share). The cor- 
poration is taking these amounts into 
income over a twelve-year period on 
an installment basis. 

These figures reported in the Wall 
Street Journal a while ago report net 
per common share for 1953 at $3.94 
compared with $2.74 in 1952. We won- 
der if all of this isn’t proof that the 
stockholder has to be a pretty savvy 
tax man to understand exactly what 
his corporations are doing, and to make 
sense out of their annual reports. 


Heavy shift in dividend 
payments probably tax-inspired 


TAX-CONSCIOUS BOARDS OF DIRECTORS 
paid out $690 million in dividends in 
January this year, compared to $548 
million in January a year ago, the dif- 
ference being almost entirely a shift of 
payments from December to January. 
By shifting these payments into the 
current year, something in excess of 
$15 million will be saved in tax money 
for stockholders on account of these 
January payments alone. 
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It could be a coincidence that per- 
sonal income tax rates on dividends 
received by stockholders decreased the 
first of the year, but actually most ob- 
servers believe that transactions such 
as this have a significant relationship 
to changes in the tax climate of both 
payer and receiver of such monies. 


New decisions this month 


NEW DECISIONS HANDED pown this 
month affecting this field are sum- 
marized below. 


Punitive Damaces. Tax Court affirmed 
in its holding that punitive damages 
were not taxable income. One case in- 
volved statutory treble damages under 
the Clayton Act, and the other an out- 
of-court settlement of threatened suit 
under that law. Glenshaw Glass Com- 
pany, Comm. v. William Goldman 
Theatres, Inc., Comm. v. CA-3, 4/9/54. 


LeaASE-RENEWAL Option. Taxpayer oc- 
cupied land it had leased for twenty 
years with option to renew for twenty 
years more. It was required to con- 
struct a warehouse on property. The 
Court found the useful life of ware- 
house was 20 to 25 years, and com- 
pany had no intent to renew. Court 
allowed depreciation computed on 20- 
year life. Sheffield Hardware Com- 
pany v. U. S., D. C. Ga., 4/15/54. 


WITHHOLDING. Taxpayer withheld 15% 
of payments to contractor erecting 
warehouse for it. It agreed with con- 
tractor’s surety to put funds into spe- 
cial bank account for payment for la- 
bor and material. Taxpayers held not 
to be employer of contractor’s labor 
and therefore not liable for with- 
holding tax. Southern Warehouse Cor- 
poration, Phinney v. CA-5, 4/30/54. 
ANTI-'TrRUST SETTLEMENT. Amount re- 
ceived in out-of-court settlement of 
treble damage suit allocated by court 
2/3 to punitive damages (non-taxable) 
and 1/3 to compensation for loss of 
profit (taxable). On appeal Seventh 
Circuit. Obear-Nester Glass Co., 20 TC 
No. 152, Nonacq. IRB 1954-17,6. 


Sate or Ricut to Output. Taxpayer’s 
partnership received $250,000 for trans- 
fer, to hosiery mill, of its right to re- 
ceive entire output of machines it sold 
to mill for a fixed price for five years. 
Held to be capital gain on sale of right. 
On appeal, Third Circuit. Henrietta B. 
Goff, 20 TC 561, Nonacq. IRB 1954-17,6. 





NEW DEVELOPMENTS IN 


State & local taxation 


EDITED BY JOSEPH S. MARTEL 


New Michigan business receipts tax 


working well in practice, says Gornick 


“THE NEW MICHIGAN BUSINESS RECEIPTS 
Tax is the most equitable and accurate 
form of business taxation,” says Alan 
L. Gornick, tax counsel and director of 
tax affairs of the Ford Motor Company. 
“It is premised on the value-added 
principle of taxation, which has been 
universally recommended by students 
of taxation as the fairest, simplest, and 
most economically desirable method of 
business taxation. I have been unable 
to find a single dissenting voice in this 
regard in all the literature dealing 
with the fundamental theory of busi- 
ness taxation.” 

We have been following the develop- 
ment of this new tax with much in- 
terest, and because of Mr. Gornick’s 
widely respected views as both a tax 
executive and student of taxation we 
sought his opinion on the new tax as 
it is working in practice. He sent us 
the following comments from a paper 
he prepared for the University of Mich- 
igan Law School Institute on this sub- 
ject. He points out that the business 
receipts tax in Michigan was enacted 
to raise about $35 million annually and 
thus to balance the current budget by 
a single measure applicable to business 
only. Its basis is gross income (re- 
ceipts) derived from business with de- 
ductions designed to eliminate “pyra- 
miding.” It is thus a business income 
tax with selective deductions. 


How pyramiding is avoided 


Pyramiding of the tax load (an un- 
fair advantage to large integrated com- 
panies) has long been recognized as 
the characteristic defect of the usual 
business taxes, particularly gross in- 
come or gross receipts, sales or trans- 
actions taxes, because tax is piled on 
tax through the whole process of raw 


material production, fabrication, as- 
sembly and distribution. Double tax- 
ation may be avoided in this situation, 
as various students of taxation have 
pointed out, by a deduction of the cost 
of goods sold from the tax base at each 
stage, or in other words, by the adop- 
tion of the so-called added-value prin- 
ciple. Conceptually, the computation of 
value-added by the individual taxpayer 
is the height of simplicity. Value-added 
is the price of goods sold minus the 
cost of goods and services purchased. 
It is the value added to raw materials 
through working on them. 

The new Michigan tax embodies the 
added-value principle which serves the 
purpose of avoiding pyramiding and 
double taxation by allowing a deduc- 
tion at each stage for all goods and 
services on which taxes have been paid 
previously by the producers. The effect 
is that only the valuation added to the 
product by the business or industry 
which sells it is taxable, and that is 
new wealth, previously untaxed. In 
brief, therefore, the new Michigan tax 
is based on the “value-added” principle 
which has been considered and recom- 
mended by a number of scholars for 
many years, and which in 1950 was 
adopted, upon the recommendation of 
the Shoup Taxation Mission, in Japan. 

The first person in this country to 
suggest a tax on value added has been 
stated to be Professor-Thomas Adams 
in an address before the National Tax 
Association in 1917. His suggestion was 
elaborated upon in an article by him 
published in the Quarterly Journal of 
Economics in 1922. A value-added tax 
at the federal level as proposed in 
the U. S. Senate by Sen. Reed Smoot 
(R., Utah) in November, 1921, but 
failed of passage. In 1929 J. F. Zoller, 
tax attorney for the General Electric 





Company, presented a proposal similar } of 
to that of Prof. Adams to the National | {o, 
Tax Association, calling the tax, how- | of 
ever, a “production tax” and proposing f ¢h) 
its substitution for the corporation net- 
income taxes. The Ways and Means 
Committee of the United States Con- | g;; 
gress in the course of its hearings on | pa: 
the revenue bill of 1932 gave some con- } the 
sideration to a value-added tax as an | an 
alternative to a proposed manufac- 
turers’ sales tax. The Brookings Insti- I 
tution, in a report on the tax system Le; 





of Alabama, published in 1932, recom- | |ah 
mended such a tax for use in that state | tax 
in preference to either a business net- | ox¢ 


income tax or a gross-sales tax. In | gly 


1935 Dr. Gerhard Cohn suggested the | not 
possibility of using a tax on value | org 
added in place of pay-roll taxes in the } tra 
financing of unemployment compensa- | ¢ej 
tion, and more recently he recom- | not 
mended the use, by the states, of taxes | am 


on value added. Dr. Roscoe Arant, in | on 
an article published in 1937, proposed } Jn 
the substitution of a tax on value added | Jow 
for most of the existing business taxes. | Int, 
Professor Studenski recommended on the: 
several occasions the use of such a tax | the 
by the federal authority. The Commit- } gsi, 
tee of the National Tax Association on T 
Federal Taxation of Corporations in | al] | 
1938 recommended the imposition of | era) 
such a federal tax. 

In 1949, Dr. Carl S. Shoup of Co-} 2 


lumbia University was invited to Japan | ™P 
by the Occupation headquarters for the wit! 
specific purpose of overhauling the tax ben 
laws then in force. In consequence he el v 

is 


headed a Taxation Mission to Japan 
which included Dean Howard D. ) "8 
Bowen, Professor William S. Vickrey, prof 
Professor Jerome B. Cohen, Mr. Rol} 5 
land F. Hatfield, Professor Stanley S. } foa+ 
Surrey of the Harvard Law School, and | yo} 
Professor William C. Warren, } 
Dean, of the Columbia University Law j valu 


NOW } witk 


School. “adj 
) whi 

Experience in Japan text 
tern 


The Shoup Mission recommended 4 \ grog 
value-added tax as the principal inde- f tain 
pendent revenue source for the Jap- f syct 
anese prefectures which, in some re-| fron 
spects, are in the same political sphere f how 
as our states. This recommendation was } orth 
adopted by the Japanese Diet in the} loy, 


form of the Japanese Local Tax Law }at j¢ 
of 1950 (effective January 1, 1952) } the 
which appears to represent the first de-} of g 
tailed over-all application of the val- } the 
ue-added tax principle anywhere. The 
Michigan Business Receipts Tax, so fat 
as I am aware, is the first application 


the | 
alloy 
ever 














Although this provision is not within 
orthodox value-added theory, it has 
obvious popular appeal. Moreover it 
has the added political attraction that 
a person having gross receipts of $20,- 
000 or less is not subject to the pay- 
ment of any tax, because the provision 
granting a $10,000 exemption after 
deduction of costs and expenses, or 
50%, whichever is greater, leads to 
this result. 

Special rate for utilities. “Public util- 
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ities” are taxed at a special rate of one 
mill per dollar as opposed to four mills 
per dollar which is the rate generally 
applicable. 

Finance companies. Adjusted receipts 
of financial businesses are exempt from 
the tax. A financial business is defined 
as one which has 90% of its assets in- 
vested in intangible property or which 
receives at least 90% of its gross in- 
come from interest and dividends. Pre- 
sumably such companies were ex- 





The purpose and scope of this department 


uilar | of the principle in this country and, 
onal | for this reason, is exciting the interest 
iow- | of students of taxation and finance 
sing | throughout the United States. 

net- 

eans $10,000 exemption. The Michigan law 
Son- | grants a $10,000 exemption to all tax- 
Ss on | payers, obviously designed to relieve 
con- / the corner newsstand, the small farmer 
is an | and the small service establishment. 
ifac- 

nsti- | Exemption of charities, etc. The 
stem | Legislature was anxious to see that 
com- labor unions were not subject to the 
state | tax. The exemption is broad enough to 
net- | exempt all non-profit associations in- 
x. In| cluding labor unions. It should be 
d the noted, however, that if any non-profit 
value | organization carries on any “unrelated 
n the | trade or business,” the adjusted re- 
ensa- ceipts from such trade or business are 


com- | not exempt, except that a _ recent 
taxes amendment made all business carried 
nt, Mm on by religious organizations exempt. 


posed } In this respect, the Michigan law fol- 


added lows the language of Section 422 of the 
taxes. | Internal Revenue Code. It would seem, 
ed on} therefore, that interpretations under 
a tax | the Federal Law, Regulations and De- 
mmit- | cisions will be apropos. 


ion on | The recent amendment also exempts 
ys in / all trusts which are exempt from Fed- 
ion of | eral income taxes. 

f Co- } Inclusion of Professionals. The tax is 
Japan imposed on all activities engaged in 
for the | Within the state with the object of gain, 
io tax ) benefit or advantage, excluding only 
nee he | Services rendered by an employee to 


Japan ? “is employer or a casual or isolated 
p, ) transaction. Thus, the tax applies to 
professionals as well as others. 


ard 


‘ickrey, 
r. Rol-} 50% deduction. A 50% deduction 
nley 5. | feature is peculiar to Michigan law and 
ol, and ,not necessarily strictly in accordance 
1, NOW } with the underlying theory of added- 
ty LaW | value taxation. The tax is imposed on 
“adjusted receipts” or “income,” terms 
| which are used interchangeably in the 
text and mean the same thing. The 
term “adjusted receipts” represents the 
anded a \ gross receipts of the taxpayer less cer- 
al inde-\ tain allowable orthodox deductions, 
ne Jap-fsuch as goods and services purchased 


yme re-\ from another activity. Michigan law, 
| spher€/ however, provides that in case the 
tion Wa }orthodox deductions specifically al- 
t in the| lowed under its provisions do not total 
‘ax LaW }at least 50% of the gross receipts, then 
l, 1952) } the taxpayer is entitled to deduct 50% 
first de-| of gross receipts in order to arrive at 
the val- } the adjusted receipts. Thus, in effect, 
ere. The} the taxpayer deducts either the total of 
x, so fat Fallowable deductions or 50%, which- 
plication } ever is greater. 





THERE CAN BE NO pDousT that state and local taxation is (1) a considerable 
factor in our economy, (2) a burden upon business all out of proportion 
to the dollar amounts involved, and (3) nevertheless a major expense item 
in the conduct of business. It has been estimated that the $2.7 billion 
reduction in federal spending this year will be offset by an increase of 
$2.6 billion in state and local spending. This suggests the size and changing 
character of the local tax burden. 

This estimate indicates a total government spending of $103.0 billion of 
which the state and local governments will spend $30.5 billion or almost 
30%. Back in 1946 the state and local spending amounted to $11.2 billion 
which means an increase of more than 2% times in eight years. 

This department will attempt to keep its readers informed on events of 
unusual significance in state and local taxation — not all new laws, regula- 
tions, court decisions, etc., since the loose leaf services cover this subject 
very well at the state level and fairly well at the local level. However, 
there are many matters of interest which are not adequately covered, 
especially at the local level. There are sometimes developments at both the 
state and local levels which are not the subject of published rulings but 
which are encountered only by personal contact with the taxing authori- 
ties. Changes in personnel are frequently not recorded in the services 
sufficiently current to be useful. The Editor of this Department proposes 
to cover such subjects. Of course, there can be no guarantee of complete 
coverage but this Editor proposes to draw not only upon his own ex- 
periences but upon the experiences of other private and public practitioners 
in recording these matters. 

One of the difficulties encountered in discussing state and local taxes is 
the lack of uniformity in the legal designation of taxes enacted at this 
level. For example, a corporate net income tax may be so classified in one 
state but in another state may be classified as a franchise or privilege tax. 
For this reason your Editor proposes that these taxes shall be classified 
according to their “incidence”. That is to say, a tax based upon net income 
shall be designated as a tax based upon net income. Therefore, according 
to this classification, taxes which will be covered by this Department will 
be as follows: 

Taxes based on net income 

Taxes based on capital 

Taxes based on sales and use of property 

Taxes based on value of property (ad valorem taxes) 
Miscellaneous taxes such as gross receipts, gross income, 
occupational taxes, etc., not included above. 

Your Editor will solicit material from our readers in order to pass on to 
tax men generally circumstances, incidents, or events of interest -to all. 
Therefore, readers are invited to let us know of interesting experiences, 
cases, problems, and to send us material of all kinds for possible publication 
or comment. Your Editor sees this Department as a clearinghouse of in- 
formation from which each member can draw help and perhaps inspiration 
in solving some of his problems. 


uP wn 


JoserH S. MARTEL 
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empted because they are taxed under 
other special provisions of the Michigan 
statutes. 


Interstate business. The recent 
amendment makes taxable all activities 
carried on within the state, whether 
intrastate, interstate, or foreign. As it 
was originally enacted special pro- 
vision was required to determine what 
receipts from interstate sales, if any, 
should be allocated to the State of 
Michigan. Since the tax is basically an 
adjusted income tax from sales and 
services, I personally believe the tax 
theoretically should apply only to re- 
ceipts from sales having a Michigan 
destination. Although such limitation 
was considered by the Senate Finance 
Committee, I understand that it was 
not adopted because it was felt 

(1) that the decrease in sales al- 
located to Michigan which would re- 
sult would require an increase in the 
rate in order to raise the $35 million 
of revenue required and 

(2) the present formula under 
which 50% of interstate sales are al- 
located to Michigan is not only the 
maximum which Michigan can con- 
ceivably constitutionally but, 
also, is more or less familiar to tax- 
payers since it is contained in the 
present Michigan franchise tax 
formula, as well as in similar formu- 
las in other jurisdictions, notably in 

New Jersey, the District of Columbia, 

and the City of New York. 

If this tax were to become perma- 
nent, I believe it would be more in 
keeping with the theory of an added- 


tax 


value tax to adopt the destination 
formula. 
Depreciation. Another provision 


which is not strictly in accordance with 
orthodox value-added tax principles is 
that Michigan law does not provide for 
deduction of the cost of “property not 
for resale which has a normal life of 
more than one year” — in other words, 
of capital equipment. 

Since the Michigan law does not 
allow a deduction for purchases of 
capital equipment having a life of 
more than one year, nor a deduction 
for depreciation, it would seem that 
an inequity exists. The automatic 
50%-deduction provision in all proba- 
bility will compensate most taxpayers 
for the failure to allow a deduction for 
capital equipment purchases or de- 
preciation. This would not be true, 
however, in the case of taxpayers 
whose normal deductions equal or ex- 
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ceed 50%. It is my understanding that 
the Legislature decided against allow- 
ance of “depreciation” because it be- 
lieved that otherwise the revenue ex- 
pected from the bill would be very 
materially reduced. 

Because of the resultant blur in the 
value-added concept and despite the 
possibility of loss of some revenue, the 
cost of capital plant and equipment 
purchases should probably be allowed 
as an additional deduction from value 
added for the sake of equity between 
taxpayers. It should be noted in this 
connection that not only does the Jap- 
anese law permit deduction from value 
added of all purchases from other 
firms, including purchases of capital 
equipment, but, in addition, the Shoup 
Mission recommended a carryover of 
any unused deduction in this category. 


Other provision of recent amend- 
ment. Revisions of the law made 
earlier this spring makes several other 
changes in the operation of the tax. 
Now limited partnerships, estates, 
trusts, and receivers are made taxable. 
Affiliated corporations may now make 
consolidated returns under certain con- 
ditions, and returns are due 90 days 
after the close of the taxpayer’s fiscal 
year. 


Most accurate and equitable form of 

business taxation. To summarize and 
repeat, the Michigan Business Re- 
ceipts Tax is premised on the value- 
added principle of taxation which has 
been universally recommended by stu- 
dents of taxation as the fairest, simplest 
and most economically desirable 
method of business taxation. I have 
been unable to find a single dissenting 
voice in this regard in all the literature 
dealing with the fundamental theory 
of business taxation. 
[See also the new book The Michigan 
Business Receipts Tax, by Peter A. 
Firmin, published by the Bureau of 
Business Research, U. of Michigan, 
Ann Arbor, $2.] 


Two U.S. Supreme Court 


decisions limit state sales taxes 
STATE TAXATION of transactions in inter- 
state commerce seems to be running 
into rough weather. The tendency of 
the U.S. Supreme Court during the 
past decade to favor the states ap- 
pears to be arrested, if not reversed. 
The famous Spector Connecticut case 
indicates this. 

And now the case is even stronger 


against the states with two new de- 
cisions holding for the taxpayer. The 
U.S. Supreme Court overrules the 
Maryland Supreme Court in Miller 
Brothers case on the Maryland Use 
Tax. In this case a Delaware merchant 
sells goods in Delaware to Maryland 
residents for use in Maryland. De- 
livery is effected by means of its own 
trucks or by common carrier to Mary- 
land customers. The U.S. Supreme 
Court holds that the merchant is not 
required to collect and remit pur- 
chasers’ Use Tax to Maryland. 

In another case (Railway Express 


Co.) involving the Virginia Gross Re- | 


ceipts Tax on express companies for 
the “privilege of doing business” in 
Virginia by a Delaware corporation, 
the U.S. Supreme Court, denying the 
right and overruling the State Court, 





EE 


held that this tax, although labeled a | 


privilege tax, was really a property tax 
measured by gross income. But the tax 
impact is squarely upon gross receipts. 
The Oklahoma Supreme Court ruled 
that merely owning a pipe line in that 
State which crosses the area makes it 
liable for State income taxes although 
it transacts no business and receives 
no income in the State. This issue may 
also reach the U.S. Supreme Court. 


Suit alleges discriminatory 


assessment in Florida 

IN AN ACTION before the Circuit Court 
of Leon County, Florida, several rail- 
roads alleged that railroad property is 
assessed on its full value, whereas 
property locally assessed is valued on 
an average basis throughout the state 
of 30% of its true value. It is hoped 
that this may be the beginning of an 
attempt to settle the issue of the prop- 
er basis for assessment of both proper- 


ty which is State assessed and prop- | 


erty which is locally assessed. 

This incident brings from tax men 
renewed pleas for the passage of the 
law establishing the 50% ratio which 


was defeated in the last session of the 


legislature. 

It is hoped that the legislature will 
again reconsider and enact into law 
the 50% ratio. 


Michigan staggers 


sales tax billing 

THE MICHIGAN DEPARTMENT of Revenue 
has adopted new procedures for dis- 
tributing sales tax forms staggered on 
the basis of “billing groups”. These 
billing groups are arranged on the 
basis of the several districts used by 
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the department for operational pur- 
poses. For example, the taxpayer bill- 
ing group falling in District 4 would 
have their forms mailed in March 
whereas a group falling in District 2 
would have their forms mailed in July, 
the entire mailing period running from 
March to July. This would seem to be 
a substantial improvement over the 
procedure of the “bulk mailing sys- 
tem” which requires extra help and 24 
hour schedules once a year. 


Alabama franchise tax 
administration seems 


discriminatory 

THE STATE OF ALABAMA TAXES a foreign 
corporation on its “Capital Employed 
im this State.” For a time the State was 
construing this phrase to mean assets 
employed in the State. However, later 
the State changed this formula and at- 
tempted to tax on the basis of allocat- 
ing to Alabama such portion of its 
entire capital by an “allocation form- 
ula”. This was held invalid by the 
Alabama Courts in the case of State v. 
Travelers Insurance (’51), 256, Ala. 
61,53 So. 2d 745. 

For a period of about two years, the 
State made no assessments against 
foreign corporations while it was con- 
sidering what policy to follow. It is 
now assessing foreign corporations on 
the basis of the value of its assets em- 
ployed in Alabama. The argument is 
made that a foreign corporation can 
enter the State with a capital of $100 
thousand, put up a building for $2 mil- 
lion by paying the $100 thousand down 
thereby leaving an indebtedness of 
$1,900 thousand. If the State’s position 
is correct then this corporation would 
be taxed upon a capital of $2 million, 
rather than the $100 thousand which 
represents its sole equity in the 
building. 

On this basis there would seem to be 
discrimination, which would perhaps 
permit the U.S. Supreme Court to as- 
sume jurisdiction. 


Most ton-mile truck tax 
proposals fail to pass 

NEW YORK STATE HAS LED the parade in 
imposing the “ton-mile tax” on trucks 


/ and other states are attempting to do 


so. Since the beginning of 1953 fifteen 
states have considered new ton mile 
taxes but none of the measures got 
through. Wisconsin’s ton mile tax was 
declared unconstitutional. Idaho re- 
pealed its ton mile tax and replaced it 


with a new gross weight tax. 


Ohio passed a hybrid “axle mile” tax 
which subjects trucks to tax on the 
basis of the number of axles on the 
vehicle and the number of miles trav- 
eled in the State. Ohio is proceeding to 
collect this tax from out-of-state truck- 
ers, thereby precipitating retaliation 
from Alabama, Florida and Kentucky, 
who have cancelled reciprocity with 
Ohio. 


Increase 9% in 1953 sales, 


tobacco and motor fuel taxes 


COLLECTIONS for all states of sales and 
motor fuel taxes increased 8% and 9% 
respectively in 1953, the Tax Admin- 
istrator’s News of March 1954 reports. 
Surprisingly, the motor fuel tax was 
only $326,000,000 below the sales tax 
collection. 


Henry Long reviews Stuetzer’s 
Massachusetts tax book 


WE ASKED THE WISE and much re- 
spected Henry Follansbee Long, for 
many years Commissioner of Corpora- 
tions and Taxation of Massachusetts, 
to give us some notes on Herman 
Stuetzer’s new book Massachusetts 
Taxation of Corporations, just pub- 
lished by Little, Brown and Company, 
Boston, $3. Mr. Stuetzer is, as all good 
Bay Staters know, a CPA and lewyer, 
head of the tax department in the Bos- 
ton office of Lybrand, Ross Bros. & 
Montgomery, and chairman of the tax 
committee of the Massachusetts So- 
ciety of CPAs. Now for Mr. Long: 

The oddities of the Massachusetts 
corporation tax law are fully exposed 
in Herman Stuetzer’s book; those who 
read with care and concentration will 
find much of continuing value to them. 

Sixty-seven of the book’s 134 pages 
reprint the General Laws of Massa- 
chusetts relating to the business cor- 
poration tax law with extracts from 
other General Laws, including local 
tax obligations, having a collateral 
effect on the state corporation tax 
levied on the right to be a corporation, 
with extracts relating to the qualifica- 
tions of corporations to be so recog- 
nized in Massachusetts. 

The book carries a readily under- 
standable “Table of Contents.” It also 
carries, as Appendices A, B, C and D, 
the organizational chart of the Depart- 
ment of Corporations and Taxation, 
and a directory of key personnel with 
names, telephone numbers and office 
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locations in Boston. There is also a 
description of “Taxes Covered by This 
Manual” and a table showing “Taxes 
Not Covered by This Manual,” al- 
though such taxes, being property 
taxes and excises, are administered by 
the State Tax Commission or by the 
local taxing officials in the 351 munici- 
palities in Massachusetts. 

The first 45 pages of the book, cover- 
ing eleven chapters, give extracts from 
the General Laws with reference to the 
pages in the book where more in re- 
spect to the law can be found. Full 
coverage is given to the various aspects 
of the Massachusetts Formula which is 
employed to determine for Massachu- 
setts taxation only that fairly to be 
attributed to the Commonwealth, to- 
gether with reference to other pro- 
visions relating to the “Net Worth” 
method of the State tax law determined 
in fact by a tax on income and in part 
on property values broadened into that 
covered by the statutory requirement 
entitled “corporate excess,” a relic of 
the corporation tax law in force for 
many years prior to January 1, 1920 
when the existing business corporation 
tax law became operative. The method 
of tax computation is well set forth, 
particularly in Appendix D which re- 
prints the departmental “work papers” 
setting forth how the Massachusetts 
business corporation tax is computed. 

There is no attempt in the book to 
detail the history of the tax law or any 
of the many ramifications that may 
have been experienced through the 
years and is probably more accurately 
described as a “manual” as called to 
attention by the author in the “Pref- 
ace” which is dated February 1, 1954. 
The publication will be found to be a 
very useful tool, if always within the 
reach of a business corporation tax 
man. 


More on Stuetzer 
“THe StuetzeER Book is more a man- 
ual than a treatise”, says Philip J. 
Woodward of the Boston bar, in the 
Boston University Law Review “. 
its relatively brief text concentrates 
on problems which most commonly 
arise in the preparation of tax returns 
or the planning of corporate activities.” 
Mr. Woodward also points out that 
since 1941 there have been no official 
regulations governing Massachusetts 
taxes. The Stuetzer manual comes 
very close to serving as a substitute 
for such regulations for the corporate 
excise tax. 











NEW DEVELOPMENTS IN 


Payroll taxes 


EDITED BY PETER G. DIRR 


Elimination of federal grants is needed 


to improve state unemployment insurance 


THE SENATE FINANCE COMMITTEE recent- 
ly concluded hearings on the Reed Bill 
(HR 5173) which would eliminate the 
chaotic situation in federal grants for 
administration of state employment se- 
curity laws. This article is an appeal 
those concerned with unemploy- 
ment insurance to express their views 
to their Senators on this question. 
Despite various efforts which have 
been made in the past to provide higher 
grants to States to cover the adminis- 
trative expenses incurred in their un- 
employment insurance programs, we 
find most States continue to experience 
difficult fiscal times. In order to under- 
stand the basic causes for this “tighten- 
ing of the belt” at the state level, it is 
well to review the position of the fed- 
eral and state governments in unem- 
ployment insurance. One of the ob- 
jectives of the Federal Unemployment 
Tax Act was to encourage states to set 
up unemployment compensation sys- 
tems. This was done by assessing a 
federal tax at the rate of 3% and then 
giving the employer a credit for taxes 
paid under state unemployment insur- 
ance laws up to a maximum of 90% of 
the federal tax. Generally, the applica- 
tion of this credit results in a net ef- 
fective rate of .3% for federal unem- 
ployment insurance purposes. 


to 


State laws must conform 


Before any credit at all is allowed 
for taxes paid under state programs, 
however, it is necessary that the Secre- 
tary of Labor, on December 31st of 
each year, certify that the various 
state’s laws are in conformity with the 
general principles set out in Section 
1603 of the Federal law. To be in con- 
formity, the state laws must contain 
the following requirements: 

1, All unemployment compensation 
benefits must be paid by the state 


through public employment offices or 
such other agencies as approved by the 
Social Security Board. 

2. No unemployment benefits are to 
be paid until the state has collected 
unemployment insurance taxes for a 
period of two years. 

3. All unemployment funds received 
by the states must be immediately paid 
over to the Secretary of the Treasury 
who will credit such money to the 
account of the state. 

4. All money withdrawn by the state 
from its unemployment trust fund with 
the federal government must be used 
solely to pay unemployment compen- 
sation benefits. 

5. The state law may not deny un- 
employment benefits to any individual, 
otherwise eligible, for refusing to ac- 
cept new work under any of the fol- 
lowing conditions: 

a. If the position offered is vacant 
due directly to a strike, lock-out or 
other labor dispute. 

b. If the wages, hours or other 
conditions of the work offered are 
substantially less favorable to the in- 
dividual than those prevailing in 
similar work in the locality. 

ce. If, as a condition of being em- 
ployed, the individual would be re- 
quired to join a company union or to 
resign or refrain from joining any 
bona fide labor organization. 


No money for administration 
. 


It will be noted that one of the pro- 
visions for securing approval of a state 
law by the Secretary of Labor speci- 
fies that all unemployment insurance 
taxes collected by the state must be 
used only for the payment of State un- 
employment insurance benefits. No 
amounts can be paid for the cost of ad- 
ministration. This makes the states 
wholly dependent upon the federal 


government to secure the where with- 


al properly to administer the unem- 
ployment insurance programs. 

Here, then, is the procedure. The 
federal government collects the Fed- 
eral Unemployment Insurance Tax and 
it is deposited in the general fund of 
the U. S. Treasury. Each state must 
then budget its estimated administra- 
tive costs and apply for a federal grant 
out of general revenues to cover such 
costs. Needless to say, the requested 
grants are invariably materially re- 
duced before an appropriation is ap- 
proved by the Congress. 

This year things have been made 
more difficult than usual. With admin- 
istrative costs constantly increasing, 
the current fiscal year witnessed the 
first time in which the administrative 
funds made available to all states by 
Congress fell short of the preceding 
year’s outlay. For the fiscal year 1954, 
$192.2 millions were allocated to the 
states for the administration of their 
employment security programs as com- 
lions appropriated in fiscal 1953. While 
pared with the amount of $194.8 mil- 
on the surface the reasons for the re- 
duced appropriations can be ascribed 
to the desire for a balanced budget, it 
is also suspected that the retrenchment 
was intended to provide the Federal 
Bureau of Employment Security with 
a powerful weapon for asserting great 
influence over state programs. It is 
axiomatic that given the power to 
grant, one also obtains the power to 
control. In fact, the Bureau recom- 
mended to the states that in order to 
survive on the reduced grants, a sys- 
tem of bi-weekly reporting by benefit 
claimants be inaugurated and that cer- 
tain local offices in the various states 
should be closed. 


Reporting delays benefits 


Bi-weekly reporting substantially 
delays benefit payments and materially 
increases the possibilities of improper 
benefit payments. As regards the clos- 
ing of local offices, the local govern- 
ments would of necessity be in a better 
position to determine the advisability 
of such action rather than Bureau em- 
ployees in Washington. 

This system has resulted in a pro- 
cedure whereby the various states must 
beg for funds from the federal govern- 
ment each year. Since the inception of 
the federal-state program in 1936 the 
federal government has made a “profit” 
of more than 1% billion dollars in its 
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dealings with the states. In other words, 
the Federal Unemployment Insurance 
Taxes collected by the federal govern- 
ment has exceeded the amounts given 
to the states for administrative costs 
by 1% billion dollars in the last 17 
years. In fact, in all the years with but 
one single exception, the grants to the 
states for administrative costs have 
been less than 75% of the taxes col- 
lected by the federal government. 

New evidence of fraud. Develop- 
ments late in April pointed out quite 
vividly that the financing of state un- 
employment insurance administrative 
expenses exclusively through federal 
grants is not satisfactory. Testimony 
given at hearings before an Appropria- 
tions subcommittee of the House of 
Representatives indicated that nearly 
40,000 unemployment compensation 
claimants had obtained an average of 
$75.06 each through fraudulent means 
in 1953. Furthermore a total of 106,259 
persons obtained excessive compensa- 
tion payments, averaging $35 each, be- 
cause of administrative errors. Exis- 
tence of fraudulent payments and lax- 
ity in administration and bookkeeping 
practices are directly related to the 
shortage of funds available to states 
for adequate control and administration. 

HR 5173 replaces in effect the Mills- 
Mason Bill which had been considered 
by the previous Congress. The Reed 
Bill passed the House on July 8, 1953. 
In March of this year the Senate Fi- 
nance Committee held hearings on this 
Bill but no further action has been 
taken up to the time of this writing. 
The Reed Bill provides for the fol- 
lowing: 

1. An account of all tax collections 
and disbursements for administrative 
costs is to be recorded on a fiscal year 
basis. 

2. At the end of each fiscal year 
excess tax collections, if any, are to be 
transferred to (a) the Federal Unem- 
ployment Account for such period of 
time as might be necessary to establish 
a $200 million balance —and for such 
years thereafter as may be necessary 
to maintain the $200 million balance, 
and (b) the trust accounts of the re- 
spective states—after a balance of 
$200 million has been achieved — in 
the proportion that their covered pay- 
rolls bear to the aggregate of covered 
payrolls of all states. 

3. The excess tax collections allo- 
cated to state trust accounts may be 
withdrawn for administrative cost pur- 


4. At the end of any cuarter a state 
with a reserve balance less than the 
benefits paid out in the preceding 12 
months may apply for an advance. The 
amount of the advance is limited by 
the amount of benefits paid out in the 
highest quarter of the preceding four 
quarters. To be further eligible, a state 
must have an over-all 2.7% average 
rate at the time of application. It is 
sufficient that the state maintain this 
rate for only the quarter in which the 
application is made. 

5. A state may repay an advance at 
any time, but in the event that a bal- 
ance of advances is outstanding after 
two January firsts, the 90% credit al- 
lowance against the Federal Tax is 
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successively reduced by 5% of the 3% 
Federal Tax in each subsequent or 
succeeding year until such time as the 
additional federal revenues thus col- 
lected have been sufficient to liquidate 
the advance. 

This Bill deserves the support of all 
those interested in proper state control 
of unemployment insurance benefits. 
Its passage will materially curtail the 
existence of improper benefit payments 
and will give the states sufficient funds 
for the effective administration of their 
laws. It will give the states the same 
discretion in administration as they 
now enjoy in legislation. A letter to 
your Senator, appealing for his support 
of this Bill, would be very helpfui. 





Many changes in state unemployment 


insurance laws soon to be effective 


FOUR STATES are changing their unem- 
ployment insurance laws in the coming 
months, generally in the direction of 
increasing benefits to the employee. A 
summary of the principal changes 
follows. 


CALIFORNIA 

The maximum benefit has been in- 
creased from $25 to $30 per week, 
applicable to new claims filed on and 
after July 1, 1954. This increase is 
effected by maintaining the present 
weekly benefit schedule up to $25 and 
then adding thereto an increased bene- 
fit formula as follows: 


Amount of Wages Weekly 
in Highest Quarter Benefit Amount 
$580.00 - 619.99 $25.00 
620.00 - 659.99 26.00 
660.00 - 699.99 27.00 
700.00 - 739.99 28.00 
740.00 - 779.99 29.00 
780.00 and over 30.00 


Another amendment of importance 
reduces the reserve ratio necessary to 
establish the lower merit rating sched- 
ule from 7.5% to 7.1%. The effect of 
this change is to reduce by some 36 
million dollars the amount required in 
the reserve fund in order to continue 
the schedule of lower tax rates for the 
calendar year 1955. The employer’s tax 
bill is reduced by some 50 million dol- 
lars per year when the low tax sched- 
ule is in use. 


SOUTH CAROLINA 
Definition of Benefit Year. A claimant’s 








benefit year begins when he files for 
benefits. Formerly the benefit year did 
not begin until he filed a valid claim. 
Effective March 23, 1954. 


NEW YORK 

Employer. Any employing unit liable 
for federal unemployment tax auto- 
matically becomes liable for the state 
tax even though it has less than four 
employees in New York State. Effective 
January 1, 1955. 

Definition of Average Weekly Wage. 
The principal employer concept has 
been eliminated and the average 
weekly wage is now determined by di- 
viding the amount of base period re- 
munerations from all employers by the 
number of base period weeks of em- 
ployment. Effective May 3, 1954. 


VIRGINIA 
Definition of Benefit Wages is amended 
to provide that benefit wages include 
the first $1,536 of wages received in an 
individual’s base period (Formerly 
$1,408). A further amendment provides 
that the term benefit wages now means 
wages earned during the base period 
provided the individual is paid bene- 
fits equal to three times his weekly 
benefit amount. This section formerly 
provided that benefit wages were de- 
termined when an individual received 
benefits for three compensable weeks of 
total or partial unemployment. Ef- 
fective March 11, 1954. 

Rates and Credits. Determination of 
rates and credits is now made by re- 
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lating the amount in the fund to the 
average taxable payroll for the three 
preceding years. Formerly the last nine 
years were used. Effective March 11, 
1954. 

Benefits. The maximum weekly 
benefit has been increased to $24, Fur- 
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thermore, the duration of benefits is 
now considered to be 16 times the 
weekly benefit amount for each com- 
pensable separation whereas formerly 
the individual was limited to 16 times 
his weekly benefit amount in a benefit 
year. Effective May 1, 1954. 





Miscellaneous new decisions 


SEVERAL NEW DECISIONS THIS 
MONTH are not reported elsewhere 
in this issue. They are described brief- 
ly below. 


Founpations. It will not be an unrea- 
sonable accumulation of income for a 
charitable organization to retain 11 
years income to recoup grants made out 
of capital in prior years and to dis- 
tribute no income for three years 


while organizing program. Rev. Rul. 
54-137, 


Exempt Corporation. School is_ not 
exempt when its executive director 
receives a salary and 50% of net oper- 
ating income. Gemological Institute v. 
Comm. CA.-9, 4/7/54. 


Carttie. Decision of District Court that 
heifers sold had been held for breed- 
ing purposes sustained. O’Neill, U. S. 
v., CA-9, 4/7/54. 


Excess profits tax 


ContrisutTions. Tax Court held that 
charitable contributions were not lim- 
ited to 5% of excess profits net income. 
Charleston National Bank, 20 TC 253, 
Monacq. IRB 1954-17, 6. 


CapitaL Parp In. Money paid in with 
subscription warrants is an addition to 
capital in year stock issued. Bridge- 
port Hydraulic Company, 22 TC No. 
29, 4/30/54. 


Base Prertop ABNORMALITIES. Income of 
department store in Nebraska found 
to be abnormal due to drought and in- 
festation in area. Sales in base period 
reconstructed and average profit ratio 
applied thereto. S. N. Wolbach, Inc., 22 
TC No. 22, 4/27/54. 


Base Pertop ABNORMALITIES. Lumberer 
claimed that part of income in year of 
cutting should be allocated to the year 
of growth of the timer. Held, that it 
was normal for taxpayer to receive 
income due to previous growth. There 


was no abnormality as to class and 
there was no evidence as to abnor- 
mality of amount. Grogan Manufac- 
turing Company, 22 TC No. 23, 4/ 
28/54. 


722. New type of corset was a new 
product. However change from office 
to home fitting and transfer of retail 
outlets to franchise distributors were 
not substantial changes because 
higher of earnings was not 
shown as attributable to change. 
Charis Corporation, 22 TC No. 25, 
4/30/54. 


level 


722. Taxpayer and Commissioner had 
agreed on abnormalities under Sec. 
711. Tax Court allowed claim for re- 
fund under Sec. 722. In computing 
amount of refund the Commissioner 
refused to include the relief under Sec. 
711 and the Tax Court sustained his 
position. Held, that the Tax Court is 
not prevented from considering Sec. 
711 in a Sec. 722 proceeding. Packer 
Publishing Co. v. Comm., CA-8, 4/15- 
/54. 


ELECTION OF MetHop. Taxpayer must 
use method producing lower tax. It 
cannot choose to pay larger excess 
profits tax to get larger postwar re- 
fund. See following case. 


InTerREST Setorr. Interest deficiency on 
excess profits tax (calculated by Com- 
missioner from due date) was larger 
than interest allowable on overpay- 
ment date). District Court had held 
that no net interest was due as 
Government was not deprived of 
money. Circuit Court holds that Com- 
missioner’s calculation was _ correct. 
Babcock & Wilcox Company v. Ped- 
rick, CA-2, 4/7/54. 


Unusep Bap Dest Reserve. Excessive 
bad debt reserve returned to income 
in 1944 held abnormal income. A B C 
Brewing Corp., 20 TC 515, Acq. IRB 
1954-16,5. 


Fraud & negligence 

IntEGAL Business. Taxpayer omitted 
income from illegal business. Fraud 
penalties sustained. Joaquin Salgado, 
TCM 1954-21. 


UNREPORTED SALES. Partners gave no 
sales receipts and kept no sales book 
for cash sales. Only standard deduc- 
tion allowed. Penalties assessed. Al 
Mayo, CM 1954-23. 


Fictitious Persons. Sales through fic- 
titious persons unreported. Purchases 
through fictitious persons also made, 
Because of this pattern of fraud, pen- 
alties against both financial and pro- 
duction partner are upheld. Mirabelli 
Estate, TCM 1954-26. 


Evmwence. Partner in automobile agen- 
cy failed to report all of his share of 
income as shown by partnership books 
and reports to manufacturers: Finding 
by District Court of intent to defraud 
sustained. Carneal v. U. S., CA-4, 4/- 
5/54. 


Evipence. Conviction of attempt to 
evade tax upheld. Government is not 
required to prove exact amount of 
tax due. Watts v. U. S., CA-10, 4/- 
16/54. 


Net Wortu. Restaurant owner’s in- 
come determined by adding estimated 
cash withdrawals to figures taxpayer 
gave bookkeeper as daily receipts. 
Wife also held liable for fraud penal- 
ties on joint return though intent on 
her part not proved. Lloyd Crossen, 
TCM 1954-20. 


Net Wortu. Taxpayers conceded use 
of net worth method. Factual questions 
of assets and expenditures settled. 
Commissioner did not sustain burden of 
proving fraud. Roman A. Schwieter- 
man, TCM 1954-9, 4/16/54 and Vernon 
Frescholz, TCM 1954-10, 4/16/54. 


Fraup Penatties. Bookkeeper’s testi- 
mony that he had received instructions 
from taxpayer to falsify is believed by 
Tax Court. In the criminal case which 
preceded this action, taxpayer and 
bookkeeper had been indicted, had 
pleaded nolo contendere, and taxpayer 
had paid all fines. C. C. Bova, TCM 
1954-7, 4/13/54, 


TRANSFEREES. Deficiencies of corporate 
tax found due to fraud and not barred, 
by statute of limitations stockholder 
transferees also open to assessment. 
Alexander Grosshandler, TCM 13, 
4/20/54. 
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